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REPORT OF THE MARYLAND INSURANCE ADMINISTRATION,
STEVEN B. LARSEN, COMMISSIONER,

REGARDING THE PROPOSED CONVERSION OF CAREFIRST, INC.
TO FOR-PROFIT STATUSAND ACQUISITION BY WELLPOINT
HEALTH NETWORKS, INC.

l. FOREWORD

On January 11, 2002, CareFirst, Inc. (“ CareFirst”), CareFirst of Maryland, Inc. (“CFMI” or
“BCBSMD”), and WdIPoint Hedlth Networks Inc. (“WdlPoint”) filed with the Maryland Insurance
Adminigration” (“MIA”) a consolidated document denominated “FORM A STATEMENT
REGARDING THE ACQUISITION OF CONTROL OF OR MERGER WITH A DOMESTIC
INSURER” (the “Application” or “Form A”) seeking the prior gpprova of the Commissioner of
Insurance of the State of Maryland for (i) the converson of CareFirst and CFMI, both Maryland
non-stock corporations, to for-profit status pursuant to Title 6.5, Subtitle 2, of the Maryland Code,
and (ii) the acquisition of control of CareFirdt, Inc. and the indirect control of CFMI and its wholly-
owned, for-profit subsdiaries by WellPoint. (Together, the proposed converson and acquisition are
referred to herein as the “ Proposed Transaction.”)

This report represents the MIA's andyss of, and condusions regarding, the Proposed
Transaction. It includes a brief history of CareFirst (with an emphasis on events related to the
proposed conversion), describes the Proposed Transaction, summarizes the history of the acquiring
party, WdlPoint, analyzes the law applicable to the conversion, explains the process by which the
MIA has reviewed the Application, and details the observations and conclusions resulting from that
review. For the convenience of the public and interested parties, the MIA has placed on its world
wide web dte (www.mdinsurancemd.state.us) copies of the Application, related documents,
transcripts of hearings and depositions, preffiled testimony, and expert reports regarding the
Proposed Transaction.

In a filing dated January 17, 2003, CareFirst and WdlPoint submitted an amended “FORM
A STATEMENT REGARDING THE ACQUISITION OF CONTROL OF OR MERGER WITH
A DOMESTIC INSURER” (the “Amended Application” or “Amended Form A”).! The Amended
Form A includes an “AMENDED AND RESTATED AGREEMENT AND PLAN OF MERGER’
(the “Amended Merger Flan”) containing certain subdantive changes in the parties agreement
relating to executive compensation, purchase price, and the suspension of the breakup fee. Although
most of the evauation of the Proposed Transaction by the MIA occurred before the filing of the
Amended Application, this report, includes an analyss of the Amended Application.

The andyss contained in this document is intended for severa audiences. First and
foremog, it represents the MIA's evaluation, which serves as the bass for the Order issued by the
MIA on the Proposed Transaction. While portions of the report are specificaly labeled “key points’
or “conclusions,” the report in its entirety forms the basis of the MIA’s decison, and the decision
was informed not just by the materid presented here, but aso by the record in its entirety. The
report should aso serve to inform the citizens of this state about the MIA’s analysis of the proposed

! This amendment should be distinguished from the amended application filed by WellPoint, CareFirst, and
GHMSI on August 19, 2002, with District of Columbiaregulators (the “ Amended D.C.March 4, 2003, Form A™).
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converson and the steps the agency has taken for the protection of the public interest. The report
is annotated so that interested parties can refer to the documents underlying many of its
observations. The annotations refer a times to transcripts and other documents that can be found
on the MIA web dte. Other references are by “Bates number” to documents gathered as part of the
evaluation process, and which are public, but not posted on the web site.

It is difficuit in compiling a report of this nature, to strike the proper balance between the
desire to be fuly informative and the practicad condraints that mugt limit the materid included
within.  Over 100 hours of testimony was taken, over 85,000 pages of documents requested and
reviewed, ten expert reports were obtained, and the MIA staff also performed various anaysis on
finance and actuaria issues, and benefit comparisons. The general principle that has guided the MIA
in compiling this document has been the need to provide adequate context within which the
Proposed Transaction and the Commissioner’s decison may be understood by those most affected,
the citizens of this State.

. TERMSOF THE PROPOSED TRANSACTION

This section describes the essentid terms of the Proposed Transaction, with an emphasis on
economic terms.

A. Structur e of the Transaction

The Proposed Transaction would consist of essentialy of (1) the conversion of CareFirst and
CFMI, both Maryland non-stock corporations, to for-profit status and (i) the acquisition of control
of CareFirst and the indirect control of CFMI and its wholly-owned, for-profit subsidiaries by
WdlPoint. CareFirg is dso the sole member of Group Hospitalization and Medical Services, Inc.,
a non-stock corporation organized under federa law (“GHMS” or “BCBS-NCA”), and BlueCross
BlueShield Delaware, a Delaware non-stock corporation (“BCBSD”), each of which owns various
for-profit insurance-related subsidiaries.

The Merger Agreement provides for an immediately successve two-step process. a
converson of CareFirst, Inc. and GHMSI, CFMI, and BCBSD (the “Primary CareFirst Insurers’)
to for-profit datus (the “Converson’), followed by a merger of Congress Acquisition Corp.
(“CFAC"), a wholly-owned subsdiary of WelPoint, with and into CareFirst (the “Merger”). After
the Merger is consummated, WellPoint would own 100% of the issued and outstanding stock of
CareFirst which would, in turn, own 100% of the issued and outstanding stock of the Primary
CareFirst Insurers.

As part of the Converson, each of the Primary CareFirst Insurers will issue 100% of its
outstanding shares of common stock to CareFirst, thus becoming a wholly owned subsidiary of
CareFirst. CareFirst would issue 100% of its outstanding shares of common stock to certain tax-
exempt Foundetions in Maryland, the Didrict of Columbia and Deaware, representing the
percentage of the aggregate vaue of CareFirdt, represented by each subsidiary insurer, as determined
by the Insurance Commissoner of the State of Maryland, the Insurance Commissioner and
Corporation Counsdl in the Didrict of Columbia, and the State of Delaware. Thus, immediately
preceding the Merger, CareFirst would own 100% of the common stock of the three Primary
CareFirgt Insurers and would itself be owned 100% by the various tax-exempt foundations. Each
share of CareFirst, common stock held by the tax-exempt foundations will be converted into a
consideration amount comprised of cash having an aggregate vadue of $1.37 billion.
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B. Purchase Price

As the agreement was executed, WellPoint was to pay an aggregate consideration of $1.3
billion. The cash component would not be less than $450 million (35% of the purchase price), and
the baance would consst of WelPoint stock with a vadue of not more than $850 million (65% of
the purchase price). WaellPoint would also have the option to increase the cash component up to
100%.? If the WdlPoint stock fell below $70 per share, WelPoint could ill cdculate the vaue
of the stock componert at $70 per share, but make up the difference between the lower stock price,
and the stipulated $70 share price by issuing subordinated notes®* The Amended Form A, filed on
January 17, 2003, diminates the non-cash components and raises the purchase price by $70 million.

C. Foundation Indemnification

In order to limit WellPoint's tax exposure, WelPoint negotiated a provison whereby the
charitable foundation recaiving the consideration as part of the Proposed Transaction would be
required to indemnify WellPoint in the remote possibility that the IRS ever revoked its ruling that
this would be a tax-free transaction. The magnitude of this risk has not yet been quantified with
certainty, but it can certainly be very subsantiad. Counsel for CareFirst has estimated that it might
be as much as $100 - $125 million. In order to cover this risk, WellPoint would contribute up to $5
million for the purchase of insurance to cover this risk.* In the event that insurance that would
protect the foundation adequately against the risk created by this agreement can be purchased for
$5 million or less, this indemnification provison may not present a risk to the foundation. On the
other hand, if adequate insurance cannot be obtained at a reasonable price, the risk may become
more substantid.

D. Fiduciary Out

Under the parties agreement, CareFirst has a "fiduciary out,” whereby it could accept an
unsolicited superior proposa from another bidder. The Merger Agreement provides, inter alia:

CareFirst has entered into a non-solicitation clause whereby it agrees not to solicit a third
party merger proposal; however, it may negotiate with a third-party making an unsolicited merger
propg)sal if the CareFirst board concludes that fallure of such negotiations is a breach of fiduciary
duty.

[The agreement may be terminated by] CareFirst or Purchaser in
writing, if the Board of Directors of CareFirst authorizes CareFirgt to
execute a binding written agreement with respect to a transaction that
condtitutes a Superior Proposal; provided, however, that prior to any
such authorization, (I) the Board of Directors of CareFirst, after
conaultation with legd counsd, shadl determine in good faith that
contemplation of such Superior Proposd and termination of this
Agreement is required for such Board of Directors to comply with its

2 March 6, 2002, pre-filed written testimony of Stuart F. Smith at 6, CF-0012467
% 1d. Tegtimony of R. W. Smith, J., Day 3, March 14, 2002, at 111 —112.
“1d.at 171174

® Form A Statement Regarding the Acquisition of Control of or Merger with a Domestic Insurer, at 31, Section 6.14
"Non-Salicitation.", CF-0000053.
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fiduciary duties under gpplicable law, (ii) CareFirst notifies Purchaser
in writing that it intends to enter into such an agreement and provides
Purchaser with the proposed definitive documentation for such
Superior Proposal and (iii) Purchaser does not, within seven days
after the receipt of such written notice and documentation, provide a
written offer that the Board of Directors of CareFirst determines in
good faith to be at least as favorable as the Superior Proposdl. ©

The agreement provides that if either party terminaies due to the above-stated reasons, then
CareFirgt will have to pay a $37.5 million termination fee to WellPoint (the “bresk-up fee’). By
datute, the Maryland Legidature authorizes the Commissioner to disapprove termination fees if they
are not in the public interest.” The Amended Form A suspends the break-up fee (other than the
expenses of regulatory review, including consultants) for 60 days after the Amended Merger Plan
was signed, January 24, 2003.

E. Assumption of Coverage

By law, dl outstanding contracts of CareFirst sl remain in ful force and effect after the
conversion and need not be otherwise endorsed unless ordered by the regulating entity.®

1.  APPLICABLE LAW

A. Applicable Statutes

Mb. Cobpe ANN., STATE Gov'T 88 6.5-101, et seg. (the "Conversorn/Acquistion Statute”),
governs the acquisition of a nonprofit hedth service plan such as CareFirgt with “acquisition”
defined broadly as.

@ a sae, lease, trander, merger, or joint venture that results in the disposa of the assets
of a nonprofit hedth entity to a for-profit corporation or entity or to a mutual benefit
corporation or entity when a substantia or significant portion of the assets of the
nonprofit hedth entity are involved or will be involved in the agreement or
transaction;

2 a transfer of ownership, control, responsbility, or governance of a substantia or
sgnificant portion of the assets, operations, or business of the nonprofit hedth entity
to any for-profit corporation or entity or to any mutud benefit corporation or entity;

3 apublic offering of stock; or

® 1d. at 38, Section 8.1 "Termination of Agreement" sub-paragraph (h), CF-0000060.

" Mp. CopE ANN., STATE GoVv'T 6.5-203(g) (2002). According to the Merger Plan, the termination
fee was $37.5 million, but that represented less than three percent of the purchase price. According
to tesimony from Piper Rudnick, the termingtion fee was a very reasonable provison and was
typicd of other smilar merger agreements, in which termingtion fees ranged from two to five
percent. In addition, a study of 144 public company transactions in the year 2000 showed that the
mean and median breakup fee was 2.9%. Moreover, the termingtion fee is only payable if CareFirst
accepts a superior offer.

& Md. Code Ann., State Gov't § 6.5-304(c) (2002).
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(4)  aconverson to afor-profit entity.®

Thus, ether a converson to a nonprofit company or an acquisition of a nonprofit by a for-
profit triggers the acquisition statute. CareFirst is the sole member, and holding company, of CFMI,
a domedtic insurer. Both CareFirst and CFMI are licensed in the State of Maryland as nonprofit
hedlth service plans. In addition, Subtitle 3 of the Maryland Insurance Acquisitions Disclosure and
Control Act (the "Insurance Acquistions Act') applies to any merger that would result in the
acquisition of direct or indirect control of a domestic insurer or nonprofit hedth service plan, or of
an irl%urance holding company controlling a domestic insurer or domestic nonprofit health service
plan.

B. Review Standards

The conversion of CareFirst and BCBSMD to for-profit entities, and WellPoint's acquisition
of control of the companies through merger, ae subject to the requirements of the
Conversorn/Acquisition Statute. The proposed acquisition of control by WelPoint is dso subject
to approval under the requirements of the Insurance Acquisitions Act.

1. The Conversion Statute

The Adminidration may not approve a converson/acquisition to for-profit status unless it
finds such converson/acquisition to be in the public interest™ A conversion to for-profit status and
acquigition are not in the public interest unless appropriate steps have been taken to:

(1)  ensurethat the value of public or charitable assets is safeguarded,

(2)  ensure that the far vaue of the public or charitable assets of a nonprofit health
service plan will be distributed to the Maryland Hedlth Care Foundation that was
established in § 20-502 of the Health-Genera Article;

(3) ensure that no part of the public or charitable assets of the acquigtion inure directly
or indirectly to an officer, director, or trustee of anonprofit health entity; and

4 ensure that no officer, director, or trustee of the nonprofit health entity receives any
immediate or future remuneration as the result of an acquisition or proposed
acquisition except in the form of compensation paid for continued employment with
the acquiring entity. 1d.

The Converson/Acquisition Statute defines "public assets' as.
(1)  asstshed for the benfit of the public or the community;

(2)  ass=tsinwhich the public has an ownership interest; and
(3) assets owned by agovernmenta entity. *2

® Md. Code Ann., State Gov't § 6.5-101(b) (2002).
0 Md. Code Ann., Ins. 88 7-103; 7-301(a); and 7-302 (2002).
1 Md. Code Ann., State Gov't § 6.5-301(a) (2002).

12 Mp. CobE ANN., STATE Gov'T § 65-101(I) (2002). “It is undisputed that the public ‘owns' the entire
consideration paid by WellPoint to acquire CareFirst.” Memorandum of Law in Support of The Compensation
Arrangements Approved by the Board of Directors of CareFirst, Inc., November 13, 2002, at 15.
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In determining the fair vaue of public or charitable assets, the regulating entity may consider
al rdevant factors, including, as determined by the regulating entity:

@

the vaue of the nonprofit hedth entity or an affiliate or the assets of such an entity
that is determined as if the entity had voting stock outstanding and 100% of its stock
was fredly trandferable and available for purchase without redtriction;

the vaue as agoing concern;

the market vaue;

the investment or earnings value;

the net asset value; and

acontrol premium, if any.*®

In addition to those factors in Section 301(a), which if not satisfied, prohibit a determination
as a mater of law that the transaction is in the public interest, the converson statute sets forth
additiond standards for "congderation” by the MIA. In determining whether a
conversion/acquigition isin the public interest, the MIA shdl consder:

@

2
3
(4)
Q)
(6)
)
(8)

whether the transferor exercised due diligence in deciding to engage in an

acquidtion, sdecting the transferee, and negatiating the terms and conditions of the
uigtion;

fr?eg procedures the transferor used in meking the decison, including whether

appropriate expert assstance was used:

whether any conflicts of interest were disclosed, including conflicts of interest of

board members, executives, and experts retained by the transferor, transferee, or any

other partiesto the acquisition;

whether the transferor will receive fair value for its public or charitable assats,

whether public or charitable assets are placed at unreasonable risk if the acquisition

is financed in part by the transferor,

whether the acquistion has the likdihood of cregting a Sgnificat adverse effect on

the availability of hedth care servicesin the affected community;

whether the acquigtion includes aufficent safeguards to ensure that the affected

community will have continued access to affordable hedth care; and

whether any management contract under the acquisition isfor fair vaue

Fndly, the converson daute sets forth additiona criteria for "condderation.” In
determining whether to approve a converson/acquistion of a nonprofit hedth service plan, the
Adminigration shal adso consder:

(1)
)

the criterialisted in 8 6.5-301, see supra and
whether the acquisition:
@ is equitable to enrollees, insureds, shareholders, and certificate holders, if
any, of the transferor;
is in compliance with Title 2, Subtitle 6 of the Corporations and
Asociations  Artide (rdaing to amendment and restatement  of
charter);
©) ensur&g that the transferee will possess surplus in an amount
sufficient to:

13 Md. Code Ann., State Gov't § 6.5-301(d) (2002).

14 Md. Code Ann., State Gov't § 6.5-301(e) (2002).
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0] Comply with the surplus required under law; and
(it) provide for the security of the transfereg's certificate holders
and policyholders.™

2. The Insurance Acquisitions Statute

Pursuant to the Insurance Acquisitions Act, the Commissioner shall disapprove a proposed
transaction if he finds that:

@

2
3

(4)

Q)

(6)
)

after the transaction, the domestic insurer could not satisfy the requirements for the
issuance of a certificate of authority to engage in the insurance business which it
intends to transact in the State, taking into consderation the financia and manageria
resources and future prospects of the domestic insurer;

the transaction may substantidly lessen compstition in insurance in the State or tend
to create a monopoly;

the finandd condition of an acquiring person might jeopardize the financia ability
of the domestic insurer or pregjudice the interests of its policyholders or, in the case
of an acquigtion of control, the interests of any remaining stockholders who are
unaffiliated with the acquiring person;

the acquiring person has plans or proposas that are unfair or pregudicia to
policyholders for liquidating the domestic insurer, sdlling its assets, merging it with
another person, or meking any other mgor change in its business or corporate
gructure or management;

it would not be in the interest of policyholders, shareholders, or the public to alow
the acquiring person to control the domedtic insurer based on the competence,
experience, and integrity of the persons that would control the operations of the
domestic insurer;

any party to an agreement to merge with a domestic insurer is not itsdf an insurer;
or

the interests of the domedic insurer's policyholders and stockholders might
otherwise be prejudiced, impaired, or not properly protected.*

In disgpproving a transaction based on a finding under subsection (b)(2), based on
competition in insurance;

@

the Commissoner may not disapprove a transaction if the Commissioner finds that
any of the following Stuations exist:

@ the acquidtion will yield substantid economies of scale or economies
in resource utilizetion that cannot be achieved feasibly in any other
way, and public benefits from those economies outweigh the public
benefits from not lessening competition; or

(b) the acquigtion will increase subgtantidly the availability of
insurance, and public benefits from that increase outweigh the public
benefits from not lessening competition.

2 the Commissoner may condition the approval of a transaction onthe
remova of the basis of disapproval under subsection (b)(2) within a specified
time and

15 Md. Code Ann., State Gov't § 6.5-303 (2002).

6 Mb. CopE ANN., INs. § 7-306(b) (2002).
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(3) the disapproval is subject to § 7-405(c) and the informational requirements under §
7-403(c).

C. Attorney General Rulings
1 GHMS

On November 12, 2002, the Attorney Genera issued an Opinion that confirmed that the
Insurance Commissoner has the authority to review the converson and sale of GHMSI, even
though GHMSI is domiciled in the Didrict of Columbia 87 Opinions of the Attorney General
(2002) [Opinion No. 02-019 (November 12, 2002)]. The Opinion noted that transfer of control of
GHMSI to WdlPoint would be achieved through the merger of GHMSI’s parent, CareFirs, Inc.
which is a Maryland nonprofit hedlth insurance plan.  Under the Insurance Acquisitions Disclosure
and Control Act, the Commissioner must review the proposed conversion and sae of CareFird.

In addition, the converson and sdle of GHMSI is subject to the Commissioner's review under
8§ 14-133 of the Insurance Article. Under that section, CareFirst is required to obtain the
Commissioner's gpproval to change the ownership or dructure of its subsidiaries. GHMS is a
subsdiay of CareFirst. The Commissioner must, therefore, consder that part of the proposed
transaction that involves GHMSI in deciding whether to approve CareFirst's request to change its
ownership as wdl as the ownership and control of its subsdiaries, including GHMS!.

Fndly, the converson and sde of GHMSI are subject to the Commissioner's gpproval under
the Converson Statute. Pursuant to 88 201 and 307, an acquisition of a nonprofit hedth entity
(which includes a nonprofit hedth service plan) may not occur without the Commissoner's
gpprova. GHMS is a nonprofit hedlth service plan, as that term is defined in the statute. That is,
GHMSI is a corporation without capita stock with a certificate of authority from the Insurance
Commissioner to operate as a nonprofit hedth sarvice plan®*  While the Commissioner may rely
on the invedigaion and the decison of the Didrict of Columbia Insurance Commissoner in
assessing whether to approve the GHMSI converson under the Maryland conversion law, the
Commissioner is not required to do so and, indeed, should not do so unless the Commissiorer is able
to find that the review of the Didrict of Columbia Commissoner will result in the protection of the
public or charitable assets that serve hedlth care needsin Maryland.

2. Anti-Bonus Provision

On January 27, 2003, the Attorney Generd issued an Opinion regarding the application of
Mbp. CobDE ANN., STATE Gov'T § 6.5-301(4) (the “Anti-Bonus Provison”) to the application of

7 Mp. CopE ANN., INs.88 7-306©) and 7-405(b) (2002). According to the Conversion
Statute, within 60 days after the record, including the public hearing process, has been closed,
subject to a maximum of two 60 -day extensons, the Adminidration shal: (1) approve the
acquidtion, with or without modifications, or (2) disapprove the acquisition. Mbp. Cobe ANN.,
STATE Gov'T 88 6.5-203(f)(2) and (g) (2002). The Administration's approva or disgpprova is not
effective until 90 days after the Adminidration's decison. 1d. a § 6.5-203(h). Moreover, a
transaction subject to subtitle 3 of the may not be made unless, within 60 days after the statement
required by 8 7-304 filed with the Commissoner or within any extenson of that period, the
Commissioner approves the transaction or does not disapprove the transaction. Mb. Cobe ANN.,
INs. 8§ 7-306(a).

8 Md. Code Ann., State Gov't § 6.5-102(h).
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CareFirst to convert to for-profit status and to be acquired by WellPoint. 88 Opinions of the
Attorney General __ (2003) [Opinion No. 03-002 (January 27, 2003)]. That section was added to
the law in the 2002 session of the Generd Assembly. The Opinion concludes that the application
of the Anti-Bonus Provison to a transaction that was proposed prior to its enactment would not
violate any State or federa congtitutiond rights of the parties to the proposed transaction.

In addition, as the Opinion confirms, the amended application filed by CareFirst on January
17, 2003, makes moot the question of whether the Anti-Bonus Provision would preclude approval
of the transaction contemplated in CareFirs’s origind Form A filing. The Amended filing reflects
what purports to be a different agreement with regard to executive compensation issues in
connection with the proposed converson and acquidtion. That agreement and the Amended Form
A were submitted after the affective date of the Anti-Bonus Provision.*®

IV. PROCEDURAL HISTORY

On January 11, 2002, WellPoint and CareFirst submitted their Form A to the Commissioner,
seeking approval of the proposed converson of CareFirst to for-profit status, and WellPoint's
acquigtion of CareFirst (and the indirect acquistion of CFMI and its wholly-owned, for-profit
subsidiaries), pursuant to an Agreement and Plan of Merger dated November 20, 2001.

Concurrently with the filing of the Form A with the Commissoner in Maryland, WellPoint
and CareFirst filed goplications with Delaware and District of Columbia regulators for approva of
the Proposed Transaction. On January 11, 2002, WellPoint, CareFirs, and GHMS filed their
goplication with the Depatment of Insurance and Securities Regulation and the Office of
Corporation Counsd in the Didrict of Columbia. On the same day, WdlPoint, CareFirgt, and
BCBSDE filed ther application with the Delaware Department of Insurance. On August 15, 2002,
WelPoint withdrew its application in Delaware, in order to defer incurring additiond transaction
costs until after it could review the vauation report prepared for the Commissioner in Maryland.
On August 19, 2002, WdlPoint, CareFirst, and GHMS filed an amended application with Digtrict
of Columbia regulators (the “Amended D.C. Form A”). On October 18, 2002, WdlPoint refiled its
goplication in Delaware. Review of the Proposed Transaction is proceeding in Delaware and the
Digtrict of Columbia concurrently with, but independently from, review by the MIA.

A. Public Notice
The converson datute contains certain requirements for notice and hearing after an
goplication is filed. Under the converson datute, within ten working days after receiving an
goplication for acquigtion of a nonprofit hedth service plan, the Adminigtration shall:
@ publish notice of the application in the most widdly circulated newspapers that are
part of the nonprofit hedlth care plan’s service area; and
2 notify by firs-class mal any person that has requested in writing notice of the filing
of an gpplication.?°
The notice shdl:

@ dtate that an application has been received;

19 See Opinionat 11 n. 11.
20 Md. Code Ann., State Gov't § 6.5-202(a) (2002).
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2 date the names of the parties to the acquisition;

(3)  describe the contents of the application;

(4)  date the date by which a person mugt submit written comments on the application;
and

(5) provide the date, time, and place of the public hearing on the acquisition.

21MD. CoDE ANN., STATE GoVv'T § 6.5-202(b) (2002). The applicant shall bear the cost of the
notice.

Pursuant to these provisons, the MIA provided notice of CareFirst's application to convert
and be acquired by publishing a notice of public hearing during the weeks of January 20 and 27,
2002, in the most widdy circulated newspapers that are part of CareFirst's service area, including,
but not limited to, The Baltimore Sun and the Washington Pogt.

Initial opportunities for public comment were provided in hearings scheduled as follows:

Monday, February 4, 2002 Bd Air
Thursday, February 7, 2002 Wye Mills
Monday, February 11, 2002 Rockville

Wednesday, February 13, 2002 Hagerstown
Wednesday, February 27, 2002 Clinton
Thursday, March 14, 2002 Caonsville
Tuesday, April 30, 2002 Bdtimore

B. Requestsfor Information

The Converson Statute permits broad discovery by the MIA in connection with the review
of aproposed converson. Under the statute, the Administration may:

(@) subpoena information and witnesses;
(2)  require sworn statements,

(3)  takedepostions, and

(4)  userelated discovery procedures.®

There is no provison for the conduct of discovery by any person other than the
Adminigration.

On February 22, 2002, the MIA served its First Subpoena Duces Tecum to CareFirst (the
"Subpoend’) and WelPoint regarding the Proposed Transaction, with the requested documents to
be produced on March 6, 2002.

Counsdl for CareFirst and WellPoint sent a letter in response to the Subpoena on February
28, 2002, in which they asked for an extenson of time due to the voluminous number of documents
requested. In that letter they requested that the document production be bifurcated, so that
documents required in preparation for the previoudy scheduled March 2002 hearings would be
produced on March 6, 2002, and additiona documents would be produced by April 12, 2002.

2L |d, at § 6.5-202(c) (2002).
22 |d. at § 6.5-203(d)) (2002).
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The MIA responded by letter on March 1, 2002, requesting production of documents by
March 6, 2002, for 37 of the items liged on the Subpoena. The deadline for production of
documents in response to al other items was extended to April 1, 2002.

The MIA received documents responsive to the Subpoena on both March 6, 2002, and April
1, 2002. Subsequently, CareFirst asserted confidentidity for Minutes of the Board of Directors,
Strategic Planning Committee and Compensation Committee dated October 25, 2001, through
February, 2002 (“the Minutes’); the BlueCross BlueShidd Association Capital Benchmark
cdculation for the years ended December 31, 1996, to December 31, 2001; and dl rating agency
presentations made by CareFirgt entities during the five years ending December 31, 2001.

On August 5, 2002, the Commissioner sent written notice to CareFirst of his intent to make
public the documents for which CareFirst asserted confidentiaity. CareFirst was instructed to
respond in writing by Augugt 16, 2002, setting forth reasons, if any, why the information should not
be disclosed.

On August 16, 2002, CareFirst consented to the release of the document given to the MIA
regarding Capitad Benchmark calculations (the document in question was one paragraph asserting
confidentidity). CareFirst did not consent to release of the Board and Committee Minutes and the
raling agency presentations, daming both contained confidentid commercid information and
confidentiad financid information. CareFirst proposed to redact those portions of the minutes and
the raing agency presentations that it clamed were confidential. CareFirst dso asserted its right
to an adminidrative hearing before the MIA made any confidential materid public.

On September 16, 2002, CareFirst submitted two binders containing the minutes and rating
agency presentations, with certain informetion highlighted as proposed redactions, ong with an
Affidavit of G. Mark Chaney. The Affidavit described in detail the information CareFirst had
concluded was confidentid and the reason why disclosure would likey cause substantia
competitive injury to CareFirs.

On December 31, 2002, the MIA responded by letter to CareFirst, attaching a log of the
pages that contained proposed redactions. The log indicated the page, the description of information
that CareFirst wanted redacted, the MIA’s determination (“P’ for public or “C” for confidentid),
and the raionde for release, if appropriate. Also attached was a description of “reason codes’ with
reference to comparable or smilar information that is dready available to the public. The MIA
determined that a vast mgority of the type of information that CareFirst damed was confidential
commercid information is ether widdy available for public companies, has dready been released,
or is avalable in other forms such as NAIC or MIA filings Therefore, the MIA found no basis to
conclude it was confidentia commercid materia. Even if it had been confidential, which the MIA
ruled it had been, it found release of the materid is in the public interest in order to facilitate the
public’s understanding of the transaction.

C. RFP, Review Areas, Evaluation Process, and Selection of Advisors

The Converson Statute permits the MIA to retain experts, at WellPoint's expense. The
selection of experts was conducted in accordance with the State procurement process. To assist,
both with the andyss of the Proposed Transaction, and to retain and coordinate the work of
conaulting experts, CANTILO & BENNETT, L.L.P. was retained by the MIA in January 2002, through
a sole source procurement. On January 29, 2002, the MIA issued its Request for Proposals (*RFP’)
seeking expert assstance in four functional aress to determine the effect of converson on citizens
of Maryland and the hedlth insurance industry. Experts were sought to (1) determine whether

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 11



CareFirst had exercised due diligence in deciding to engage in the acquistion and whether dl
conflicts of interest had been identified and disclosed, as required by 8§ 301 of the Conversion Statute
(the “due diligence andyss’); (2) andyze the terms and conditions of the Proposed Transaction to
determine whether the acquigition has the likdihood of creating a significant adverse effect on the
avalability or accessbility of hedth care services in Maryland and whether the acquisition is fair
and equitable to subscribers, enrallees, insureds, and certificate holders (the “fairness andyss’); (3)
andyze the Proposed Transaction to provide an opinion on whether the fair value of public assets
of CareFirst would be distributed to the State as required by 88 301(b) and (d) of the Conversion
Statute (the “vauation andyss’); and (4) andyze the peformance of charitable foundations
edtablished in those states in which a BlueCross BlueShidd plan has converted and public assets
were placed in afoundation (the “foundation anayss’).

By the February 27, 2002, closing date, the MIA had received seven proposals for the due
diligence andyss, eight proposds for the fairness andyss, ten proposas for the vauaion andyss
and nine proposals for the foundation analysis. The proposals were subject to extensive review and
evauation by a five member review team induding current and former state officids outside the
MIA, and a representative of the Office of the Maryland Attorney Generd. Of these 34 proposals,
contracts were awarded for al aress. Roger Brown & Associates (“Brown”) was retained for the
due diligence andyss.  Though initidly the Lewin Group was retained for the fairness andlyss, the
MIA accepted the consulting firm's offer to withdraw after commencing the process due to potential
conflicts of interest. Brown was then retained to coordinate and conduct the fairness andyss in
conjunction with the Wakely Consulting Group (“Wakely”), Universty of Minnesota Professor
Roger D. Feldman (*Feldman”), and the Demarva Foundation for Medical Care, Inc. (“Ddmarva’).
The Blackstone Group, L.P., (“Blackstong’) was engaged for the vauation andyss. LECG, LLC
(“LECG”) was retained for the foundation analysis. The contracts were approved by the Board of
Public Works on March 27, 2002.

Detailed work plans were developed by the MIA with the assstance of CANTILO & BENNETT,
L.L.P. in order to direct the work of the experts and ensure all appropriate criteria were considered
by the experts. The work plans were guided largely by the statutory criteria, but dso by issues
identified by the MIA as necessary to a full and complete anadysis, informed aso by issues raised
in public forums held throughout the State.

As more fuly detailed within this report and the documents to which it refers, the process
of compiling the expert reports deemed necessary by the Commissioner has been demanding and
time-consuming. The complexity of the Proposed Transaction, and the fundamental importance of
the many issues to which it gives rise that are of great public sgnificance, have required a well
devel oped and comprehensive review process.

D. Initial Evidentiary Hearings

In addition to the opportunities for public comment, the MIA held numerous evidentiary
hearings. These hearings were intended to provide the applicants a forum within which to explain
the dements and background of the proposed converson. Witnesses were aso questioned regarding
documents that had been obtained in response to the first subpoena. The questioning at all public
hearings was conducted by the Insurance Commissioner.
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Hearings were noticed and held asfollows:.

Monday, March 11, 2002 University of Maryland, Baltimore County, Catonsville
Wednesday, March 13, 2002 University of Maryland, Baltimore County, Catonsville
Thursday, March 14, 2002 University of Maryland, Baltimore County, Catonsville
Monday, April 29, 2002 Inner Harbor Marriott, Baltimore
Tuesday, April 30, 2002 Inner Harbor Marriott, Batimore

On the MIA’s behdf, the following individuals were present at each hearing: Insurance
Commissioner Steven B. Larsen, Chridina Beusch, Esg., Assgant Attorney General, and Patrick
H. Cantilo, Esg. WellPoint and CareFirst were represented principaly by David N. Funk, Esg.

1. Day 1. March 11, 2002

On Monday, March 11, 2002, testimony in support of the Proposed Transaction was offered
by Leonard D. Schaeffer, Chairman and CEO of WdlPoint, and Danid J. Altobdlo, Chairman of
the Board of CareFirst.?®> Mr. Schaeffer testified about issues regarding the conversion/acquisition
that included: CareFirst's due diligence, acquigition terms, CareFirst's management compensation,
availability, accesshility and price, effect on providers, and effect on the locd employment. Mr.
Altobdlo tedtified about issues smilar to those addressed by Mr. Schaeffer, but in addition, Mr.
Altobdllo testified about CareFirgt's sdlection of WellPoint.

2. Day 2: March 13, 2002

The hearing continued on Wednesday, March 13, 2002, with the testimony of William Jews,
CareFirst’s Presdent and Chief Executive Officer, and Mr. Stuart Smith, CareFirst's investment
banker from Credit Suisse Firs Boston. Mr. Jews provided a genera explanation of the need and
rationde for the Proposed Transaction. Mr. Smith tedtified about issues regarding the
converson/acquisition that included: due diligence regarding the sdection of WelPoint, the ded
terms, and any potentia conflicts of interest that CSFB may have had regarding the structure of the
fee arrangements, as wdl as conflicts that may have been present regarding previous work CSFB
had performed for WellPoint.

3. Day 3: March 14, 2002

The hearing continued on Thursday, March 14, 2002, with the testimony of Deborah
Lachman, Senior Vice President of Blue Cross of Cdifornia, regarding the Proposed Transaction’s
potentia effects on competition and providers. In particular, Ms. Bachman presented a perspective
on WdlPoint’s business philosophy and practices. There followed the testimony of Michagl Burks,
Actuarid Vice Presdent at Blue Cross Blue Shidd of Georgia (“BCBSG”), who tedtified as to the
postive or neutrd effect that WellPoint's acquisition has had on BCBSG, in areas such as
avalability, accesshility, price, and providers. The third witness on this third day was Robert
William (“Jay”) Smith, Jr., Esq., Partner at Piper Marbury Rudnick & Wolfe LLP (“Piper”). Mr.
Smith explained how his firm provided legal advice to CareFirgt throughout the acquistion, and
tedtified about converson/acquistion issues induding the following:  duties of the board,
negotiations, purchase price, management role and compensation, and availability, accessbility, and
price. Gene E. Bauer, Ph.D., Managing Director a Hay Group, Inc. (“Hay”) tedtified next. Dr.
Bauer explained that his firm was engaged by CareFirst's Board of Directors and, specifically, the

2 Mr. Jews was scheduled to testify, but rescheduled on March 13, 2002.
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Compensation Committee, to provide advice and counsd on acquistion- related management
compensation. Dr. Bauer described Hay’ swork in response to this engagement.

Following the forma testimony of these witnesses, opportunity was provided for comments
from the public and interested persons. Among those testifying was Ca Pierson, President of the
Maryland Hospita Association, who tegtified that the conversion is not necessary for CareFirst to
mantan its market position. Then, Bart Naylor, representing the Maryland Citizens Hedth
Inititive, tedified that the acquistion would have a negaive impact on the avallability,
accessibility, and price of insurance coverages, and a negative impact on provider relations. Mr.
Naylor aso tedtified that the compensation packages for CareFirst's management were unnecessary
and excessve. Dawn Touzin, Project Director with Community Catalysts Hedlth Assets Project,
opined that the Proposed Transaction would likely lead to increased premiums for the Maryland
public. Janet Rosen, Executive Director of the Maryland Chapter of Juvenile Diabetes Research
Foundation, then tedtified as to the pogtive effects that the funds contributed to the foundations
would have on the uninsured and the underinsured, as well as expected positive impacts to programs
that have been under funded, such as drug trestment programs. Bill Smmons, Presdent and CEO
of Group Bendfit Services, Inc., a third-party adminidrator, closed the third day by tedifying in
support of the acquigtion, indicating his belief that Proposed Transaction would not result in
premium increases or increases in the number of uninsured.

4, Day 4. April 29, 2002

The initid evidentiary hearings continued on Monday, April 29, 2002, with the testimony
of Joseph Marabito, a Partner a Accenture, who testified as to the specifics of the engagement
Accenture had with CareFirg in 1999 regarding the business dtrategy CareFirgt should undertake
to remain successful. Mr. Marabito further testified to the specifics of a report Accenture presented
to CareFirst in the fdl of 2001 regarding generd capita investment trends and requirements of
insurers with grester than $500 million in revenues.

5. Day 5: April 30, 2002

The initid evidentiary hearing concluded on Tuesday, April 30, 2002, with the continuing
tesimony of Mr. Marabito, and panel testimony by Mr. Jews, David Wolf, CareFird’s Executive
Vice Presdent for Managed Care and Strategic Planning, and Mark Chaney, CareFird’s Executive
Vice President, Chief Financid Officer, and Treasurer. Mr. Marabito continued his testimony from
the previous day regarding Accenture's 2001 report, and aso testified as to the specifics of
Accenture's community impact satement. Messrs. Jews, Wolf, and Chaney then offered additiond
testimony regarding the decision to convert, management's role, compensation issues, deal terms,
CareFirg invesment capabiilities, the negotiations with WelPoint and Trigon, and Trigon's reaction
to the proposed management compensation.

At the concluson of the hearing of April 30, 2002, the Commissioner continued the
evidentiary hearings to resume at a date, time, and location to be announced.

On May 15, 2002, CareFird filed its First Supplementa Filing of Information Requested
During Public Hearings, consging of severa items that the Commissioner requested during the
public hearings of March 11-14, and April 29-30, 2002, from various witnesses who testified on
behaf of CareFirst and WellPoint.
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E. Second Evidentiary Hearings

The Commissioner continued the evidentiary hearings at the Baltimore Marriott Inner Harbor
Hotel on December 16 - 18, 2002, on January 28 - 31, 2002, and on February 3 - 5, 2003, to hear
additional tetimony on issues induding vauation, executive compensation, and CareFirdt's
"business case" for converson. A chart listing al the exhibits presented during these hearing dates
is presented in Schedule G. On the MIA's behdf, the following individuas were present a each
hearing: Commissioner Larsen, Lisa Kulishek, Esqg., and Patrick H. Cantilo, Esg., Christina Beusch
and Kathleen A. Birranne, Assisant Attorneys Geneard, adso attended. David N. Funk, Esg.
gppeared on behaf of CareFirst and WellPoint.

1. Day 6: December 16, 2002

On December 16, 2002, the following witnesses tedtified: Martin Alderson-Smith, Jonathan
Koplovitz, and Gregory L. Sorenson.

Messrs. Smith and Koplovitz testified about the contents of the Blackstone Valuation Report
dated Augugt 16, 2002. See below for adiscussion of the report. Mr. Sorenson, of Banc of America
Securities representing WelPoint, tedtified that private companies are traded at a discount to public
companies because of theilliquidity of securities.

Mr. Sorenson indicaied that after the firg bid, a conversation was hdd where CareFirst
indicated that WdlPoint was not competitive, which implied that the bid was too low. That
probably meant that a higher bid existed. CareFirst never gave any specific guidance as to the
amount by which WdlPoint should increase its bid, dthough there were numerous conversations
with WelPoint that did not involve Mr. Sorenson.  After WellPoint's third and finad bid of $1.3
billion, the Board passed a resolution directing management to execute a definitive merger
agreement with WdlPoint. Mr. Sorenson agreed that "a definitive merger agreement [is] essentialy
something that you do after [a] best and find [offer] to bring a ded to closure” and it was his
understanding that CareFirst had asked for a "best and find" offer. However, after the resolution,
"It was a frugraing period of time because we thought we had come to an agreement but yet, you
know, it wasn't — we weren't moving towards closure.” In fact, WellPoint never discovered the
reason for the delay even after severa unreturned calls. After April 24, 2001, Mr. Sorenson received
some idea of the magnitude of the merger incentives, and was surprised by the sze. Mr. Sorenson
agreed with Blackstone's tesimony that "the feding was at WdlPoint that this constituted an
increase in the purchase price.'*

2. Day 7: December 17, 2002

The hearings continued on Tuesday, December 17, 2002, with the tesimony of Jay Angoff,
Esg., Sheldon Cohen, Esg., Gene E. Bauer, Ph.D., Robert W. Smith, Jr., Esq., Mark Muedeking,
Esg., Elizabeth Grieb, Esg., Danid J. Altobello, and Joseph Haskins, J.  All testimony related to
the compensation arrangements of the officers of CareFirgt.

24 Testimony of Gregory L. Sorenson, December 16, 2002, at 153:18-154:1.
% 1d. at 161 - 169.
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3. Day 8: December 18, 2002

The hearings continued on December 18, 2002, with additiond testimony by Martin
Alderson-Smith, Jonathan Koplovitz, Mark Chaney, Joseph Marabito, and David Wolf. In addition,
Edward Zechman, on behdf of the Children's Nationd Medica Center, briefly described the
ongoing contract dipute with CareFirgt to the Commissioner.

Messrs. Smith and Koplovitz testified about the contents of Blackstone's Draft Report on the
vaidity of CareFird's business case rationde. Messrs. Chaney, Marabito, and Wolf raised severa
disagreements with Blackstone's assessment, and Commissoner Larsen requested that these
differences be presented in writing.

F. Third Evidentiary Hearings

During the third and last set of hearings, dl held at the Batimore Marriott Inner Harbor
Hotd, the MIA primarily received testimony from its consultants and from CareFirst’s management.
On the MIA's bendf, the following individuas were present at each hearing:  Commissoner Larsen,
Kathleen A. Birrane, Esg., Assgant Attorney Generd, Lisa M. Kulishek, Esg., and Patrick H.
Cantilo Esg. On CareFirst's and WellPoint’s behalf, David N. Funk, Esg. was present.

1 Day 9: January 28, 2003

The lagt set of hearings began on Tuesday, January 28, 2003. On January 28, 2003,
testimony regarding the vdidity of CareFirst’s business case was offered by Martin Alderson-Smith
and Jonathon Koplovitz, in response to CareFirst’s rebuttal to “Andyds of CareFirst, Inc. Business
Case” December 2002, The Blackstone Group (the “Blackstone's Business Case Report”).
Although Mr. Smith and Mr. Koplovitz modified some of thar andyds based on CareFirst’s
criticiams, ther overdl conclusons essentidly remained the same. Testimony continued with Jay
Angoff and Christopher Slusher with respect to their report on CareFirst’'s due diligence in
connection with the proposed converson and merger. In response to the testimony of Messs.
Angoff and Susher, Mr. Funk, Stuart Smith, Esq. and Robert W. Smith, J., Esg. tedtified on
CareFird’s behalf.

2. Day 10: January 29, 2003

The hearings continued on Wednesday, January 29, 2003. Professor Roger Feldman testified
as to the effect that HMO conversons to for-profit status have on the community. D. Dale Hyers,
FSA, MAAA, CLU, the Wakdy Conaulting Group, tedified as to an actuarid anayss of the
proposed conversion and focused on the availability and accessibility of hedth care services, and
fairness and equity to individud and samdl group members. Patricia Newcomb, Howard Townsend,
and Jeffery Zde, M.D., dl of Delmarva, testified as to whether the proposed conversion would cause
a dgnificant adverse or negdive effect on the avalability or accessbility of hedth care services in
Maryland. Mr. Townsend presented Delmarva's findings on complaint indices, state and private
accreditation reports and brand measures. Dr. Zale tedtified as to the converson’s impact on
providers, the impact on medica loss ratios, and WelPoint’s various benefit and product offerings.

3. Day 11: January 30, 2003

The hearings continued on Thursday, January 30, 2003. Robert H. Cameron, Director of
LECG's hedth care practice, and Michadyn C. Corbett, an economist/project manager with LECG
tedtified as to the potential impact tha the charitable hedth foundations will have on health care.
D. Louis Glaser, Esq., of Gardner, Carton & Douglas, testified as to the advice he provided to LECG

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 16



regarding the control over the assets in the foundation. Jean C. Drummond, M.A., P.A., of HCDI,
tedtified as to the benefits the foundation would provide to the community through community-based
organizations, grantees and beneficiaries. Mr. Funk and Mr. Joseph Marabito provided rebuttal
tetimony to Wakdy and Ddmarva. Mr. Funk dso tedified as to his interpretation of what
conditutes an  independent expert, and contradicted Mr. Angoff's prior assertions that Accenture
did not provide an independent report.

4, Day 12: January 31, 2003

The hearings continued on Friday, January 31, 2003. Chairman Daniel J. Altobello testified
as to the Board's due diligence with respect to the decison to convert and merge. WellPoint CEO
Leonard D. Scheeffer tedtified as to WdlPoint's evolution, and the benefits that WellPoint could
provide to Maryland. Woodrow A. Myers, M.D., the Executive Vice President and Chief Medica
Officer of WelPoint, testified asto WellPoint’s quality assurance mechanisms and practices.

5. Day 13: February 3, 2003

The hearings continued on Monday, February 3, 2003. John P. Monahan, Senior Vice
Presdent of WdlPoint's state-gponsored program business unit, tetified as to the history and
overview of WellPoint's involvement in state-sponsored programs. John A. O'Rourke, President of
WdlPoint's Central Region and RightCHOICE's former Charman, tedtified as to the merger
between WelPoint and RightCHOICE. Marvin Kanter, M.D., was a practicing pediatrician in
Southern Cdifornia for about 30 years and is now CEO of Southern Cdifornia-based Progressive
Hedth Care Systems, which is a medicd service organization providing adminidrative services to
physicians, physician practices, IPAs and medica groups. Dr. Kanter testified as to WelPoint's
practices from a physician’s perspective.

6. Day 14: February 4, 2003

The hearings continued on Tueday, February 4, 2003. Thomas C. Geiser, WdlPoint’s
Generd Counsd, and Mark Nathan, WdlPoint's Vice Presdent of Compensation and Benefits,
tedtified as to the revised executive compensation benefits. MIA Consultant, Jay Angoff, then
testified asto his view of the legdity of the revised executive compensation benefits.

7. Day 15: February 5, 2003

The hearings concluded on Wednesday, February 5, 2003. Mark Chaney, WellPoint’s CFO,
tedtified about a chart that the Commissioner requested to be prepared, which compared GAAP net
income with statutory net income and aso identified nonrecurring items. Mr. Chaney aso tedtified
with respect to Wakely’'s comment’s that over-reserving may have occurred in a prior year. In
addition, Mr. David Wolf, WdlPoint's Executive Vice Presdent of Medicd Management and
Corporate Development, tedtified about another chart that the Commissoner requested to be
prepared, which tracked the integration of the various systems and networks used with various
CareFirg products. There followed comments from public witnesses.

G. Depositions
Over the course of its review, the MIA participated in eight sworn depositions generating

1,640 pages of testimony. Excerpts of certain sdient points developed during these depositions
follow.
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1. Deposition of Timothy P. Nolan, Senior Vice Presdent,
Marketing and Cor por ate Development, Trigon, taken on August
19, 2002.

Mr. Nolan acted as the point person in the andysis and the initid negotiations of the
potential alliance between CareFirst and Trigon and he reported directly to Mr. Snead, CEO of
Trigon.?® He feds that had CareFirst combined with Trigon, there was opportunity for improving
sarvice and lower costs through synergies in the areas of technology spending and arrangements
with brokers/agents, neither of which would have resulted in Maryland job losses. Trigon was
prepared to open with an offer of $1.4 billion to $1.5 billion but received information from Mr.
David Wolf that they could offer less money if they would offer more Trigon board of director
positions to former CareFirst directors.

During negotiations, CareFirst's concerns were limited to socia issues such as the
location of the combined company's headquarters, Mr. Jews role in the combined company,
potential job loss or relocation for a handful of CareFirst executives but the most important issue
to Mr. Jews seemed to be what his continuing role would be. It became apparent that there was an
anticipation by CareFirst of an ongoing role for Mr. Jews and many members of the CareFirst
executive team. The merger incentive, or merger bonus, payments to Mr. Jews and other members
of the CareFirst management team became an issue. Mr. Snead was concerned that those incentives
were not performance related or related to potential job loss as the result of a change of control, but
rather were just based on completing a merger.?’

2. Thomas G. Snead, President and Chief Executive Officer, Trigon,
taken on August 19, 2002.

Trigon first expressed an interest in a strategic dliance with CareFirgt in late 1999 or early
2000.22 He and Mr. Jews agreed that an dliance would better serve their companies, members, and
potential members. The issue of Mr. Jews role in the combined company permeated the talks
during 1999 and 2000. Had CareFirst combined with Trigon, the headquarters of CareFirst as a
divison of the combined company would have remained in Owings Mills. The contiguous nature
of the Trigon and CareFirst plans, which meet dong Route 123, was an important reason why
marketing and adminidraive synergies were possible, because duplication could be diminated as
the result of a merger. Although Trigon's offer was part cash, part stock, Trigon was willing to
absorb the firs 20% of any decline in its stock vaue pending closing of the deal. He did not recdl
CareFirst ever asking Trigon to increase the cash percentage of its offer price. He thought that he
and Mr. Jews had findly satisfactorily worked out what Mr. Jews continuing role would be in the
combined company—i.e., Mr. Snead would be CEO with responsibility over day-to-day operations,
and Mr. Jews would be Chairman of the Board with respongbility for drategic, legidative, and
regulatory issues, etc. At the time CareFirst sgned a definitive agreement with WellPoint, CareFirst
could have thought that Trigon had conceded on the merger incentive issue because Trigon gave up
on thar request for a "wak around" with regulators to pre-screen their reaction. But later, his
opinion was that there was no way that after the metings in late October and early November 2001,
a reasonable person could have thought that he had no concerns with the merger incentives. He is

% Deposition of Timothy P. Nolan, August 19, 2002 at 10— 11.
27 See Deposition of Timothy P. Nolan, August 19, 2002.
28 Deposition of Thomas G. Snead, Jr., August 19, 2002, at17 - 22.
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of the opinion that CareFirst's vauation has increased as a result of the Maryland Legidature having
eiminated the merger incentive payments to CareFirst’'s management.®

3. William L. Jews, President and Chief Executive Officer,
CareFirg, Inc., taken on September 6, 2002.

In connection with the bidding process, Mr. Jews stated he made it clear to Mr. Wolf that
CareFirst was going to be in a bid process and management's obligaions were to get the highest
price they could for the company, but that he (Jews) did not tell Wolf to go ask Mr. Snead to
increase Trigon's bid.** He explained that CareFirst was in a bid process, and obvioudy the company
would be sold to the highest bidder, based on a number of other dtrategic factors. He denies that
CareFirgt was trading for directors seats in lieu of an increase in purchase price, but admits that he
hed representatives for CareFirgt say to Trigon, "Give me more seats” He did not use his having
a continued managerid job with the combined company as a factor in evduating offers to purchase
CareFird. In generd, he assumes that initial offers are not the last offers or the best offers, but that
he did not try to drive the prices higher after the initial offers were made because the regulatory
process was likely to cause the vauation to go higher.

With regard to bidders, he explaned that Highmark and Anthem were dropped from
congderation farly early in the process, and were not sent forma bid and solicitation letters
because, unlike WdlPoint and Trigon, they were not for-profit companies and, therefore, were not
good drategic fits with CareFirst, which wanted to convert to for-profit in order to have better access
to the capital markets. He was representing to his board that Trigon was the only suitor, assumed
that they were going to do a deal with Trigon, until he became angry over Trigon's bid for Cerulean.
After February 22, 2001, the view that Trigon would produce desirable synergies changed to the
view that a rdationship with Trigon would be problematic, with the critical issue being the
employment issue. His conclusion that Trigon would cut 2,000 jobs, despite Trigon's commitment
not to cut employment, was not based upon any forma analysis but rather was a conclusion that he
extrapolated based on his experience. He admits that from April 2001 forward, he beieved that
CareFirst's best interest lay in executing a definitive agreement with WdlPoint. Trigon remained
in the game until November 2001, and CareFirst thought Trigon would have been the best partner
if. (1) Trigon and CareFirgt could have worked out the corporate governance issues, (2) Trigon
could stay in the hunt, and (3) Trigon had enough cash to up the price where they should be®*

4, David D. Wolf, Executive Vice President, Medical Services,
CareFirg, Inc., taken on September 19,2002, and January 13,
2003.

Mr. Wolfe's responghilities within CareFirst included corporate development, such as
mergers or acquisitions or other type of investments that CareFirst might make in that regard.®? His
respongbilities in the transaction were to coordinate the communication and interaction with the
identified bidders or potentid partners, as wdl as to coordinate from a communication standpoint
with Bill Jews, and with the Strategic Planning Committee. Mr. Jews was the primary decision

29 See Deposition of Thomas G. Snead, Jr., August 19, 2002.

30" Deposition of William L. Jews, September 6, 2002.

31 See Deposition of William L. Jews, September 6, 2002.

32 Deposition of David D. Wolf, September 19, 2002, at 45 — 46.
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maker, and any decision presented to the Board would be cleared by him. He understood from Mr.
Jaws that he expected him to maximize the purchase price to be paid by whoever merged as the
successful company. One of his gods was to bring to the regulators the highest price that you could
bring to the table when the deal was filed. Prior to receiving the proposal from WellPoint, CareFirst
viewed Trigon as a good possble partner to combine with. After receiving the proposad from
WidlPoint, that was no longer the case. It was starting to become clear that this transaction was very
risky to Trigon and it became less clear that they were going to be in a position to utimately close
the transaction successfully.  He thought Trigon was less experienced in doing business
combinations. Trigon looked to CareFird for that expertise, given CareFirdt’s integrations with D.C.
and Delaware. Trigon was concerned about how vulnerable they would be in the market as this
transaction was pending, and it became clear that one concern could be that they could be acquired
prior to being able to close the transaction. That which would have brought a transaction between
CareFirst and Trigon into a very questionable state, at best. Mr. Jews estimated that the Trigon deal
would result in approximately 2,000 job cuts. He had no andysis to support this figure, rather, only
his experience. His own due diligence, did not anticipate significant job losses. There was a genera
consensus among the Board that there would be job losses, and that Wall Street would expect job
losses.

Trigon was not ecificaly asked to increase its purchase price, but CareFirst continually
improved the origina purchase price they had on the table. He denied that additional board seats
were traded for money. Although Trigon was never specificdly asked to increase its price,
management met its duty to get the highest price because they believed that additiona offers would
drive up Trigon's price. The merger incentives would be a sgnificant congderation in the approva
process. He did discuss with Mr. Jews the concerns raised by Tim Nolan regarding the salability
of the incentivesin the approva process.

5. Mark Muedeking, Esq., Partner, Piper Marbury Rudnick &
Wolfe LLP, taken on October 10, 2002

Mr. Muedeking is a Partner with the law firm of Piper Marbury Rudnick & Wolfe LLP,
which acted as outside counsd to CareFirdt, Inc. He dedlt with compensation issues in the proposed
transaction. He explained that the SERP benefit, provides an accrued benefit that is one lump sum
payment based on 40% of the find compensation for each of the participant's first five years of
executive service and then 30% of the participant's find average compensation for each year
thereafter.®* However, when reading Mr. Jews executive's employment contract with the SERP
document, the employment agreement provides that the benefits are paid in an actuarid lump sum
if there is a change of control, and the executive is terminated without cause by the company, or with
good reason by the executive, within 12 months before a change of control or 24 months following
a change of control. The SERP does not have a vesting concept, but rather, is paid on death,
dissbility or retirement as defined in the plan; however, the committee has discretion to make
payment for reasons other than retirement, death or disability. Termination not in connection with
a change of control aso triggers payment of the SERP benefit under the employment agreement,
but the payment is deferred until 55 or 62 as the case may be.

Parachute payments are generdly payments made on a change of control based on
cdculation of three times the executive's base amount (the base is the five year average
compensation), and if the payments exceed three times the base amount, then dl payments over the

33 See Deposition of David D. Wolf, September 19, 2002.
3 Deposition of Mark Muedeking, Esg., October 10, 2002, at 37.
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base amount are subject to the excise tax, and nondeductible by the employer. According to the
CareFirst employmert agreement, CareFirst would indemnify the executive for tax ligbility related
to payments made pursuant to a plan entered into before or after the employment agreement,
whereby payments to the executives were deemed parachute payments. He informed the CEO of
CareFirgt that there would be dgnificant negative reaction to the compensation arrangements. He
believed that the CareFirst Compensation Committee was concerned with CareFird's status as a
nonprofit company, but no one specifically posed that issue. He did not know of any nonprofit with
which he could compare the compensation structure of CareFirst.

6. Stuart F. Smith, Managing Director, Credit Suisse First Boston
(“CSFB”), CareFirst Investment Banker Consultant, November
22 and 25, 2002.

Mr. Smith’s persond involvement in this transaction as an investment banker began a the
end of the caendar year 2000. It was his understanding that CSFB was ingtructed that in negotiating
a ded, the foundation, the citizens, and the associates who worked for the company were important
condituents and in this ded, he was indructed to give maximizing price a lower priority than is
usudly the case in the sde of a for-profit company.® In studies dated July 11, 2000, and January
22, 2001, prepared by Donadson, Lufkin & Jenrette (“DLJ’) (predecessor to CSFB)), and CSFB
gudies, Trigon was viewed as a superior drategic partner to WellPoint on a number of factors,
induding geographic proximity, which was regarded as an advantage because the contiguous nature
of the two companies would offer opportunities for marketing synergies, seamless provider
networks, integrated customer service, standardization of medica policy, and improved provider
contracting. There was great concern from the CareFirst board and management that the acquisition
not lead to substantia layoffs, which was a significant concern with Trigon. CSFB did not do an
independent andlyss of whether, or how many, job cuts would result from a combination with
Trigon. Protecting the benefits that associates enjoy a the company in any merger was dso a
concern with CareFirst, which was an issue with WelPoint.

Important negotiating condderations included not only overdl price, but down sde
protection (i.e., preserving vadue until closing), associates futures, avoiding a merger that would
lead to a large number of redundancies, a fiduciary out and the Sze of a break-up fee. In the auction
process, CSFB did not share with Trigon or WdlPoint what the other parties bid, but they did
specificdly tell WellPoint that their price was not high enough and they needed to increase it. Some
of the reasons why Trigon's bid was not viable were Trigon's indstence on a "regulatory walk-
around,” its ingbility to offer the type of down sde protection that WdlPoint offered, and its
insstence that it have a contractual out if the deal did not close within 18 months. CareFirst's
problem with Trigon's desire for a regulatory wak-around was that it would commit CareFirst to
select Trigon with no legd fallback if, after the regulatory wak-around, Trigon changed its mind
and did not want to do the ded. Other factors were headquarters location, benefits for CareFirst's
associates, and board representation.®’

CSFB determined that Anthem was not a qudified bidder because of risk and uncertainty
concerns regarding Anthem's ability to come up with enough cash and because Anthem itsdf was
in the midde of a regulatory approva process. CSFB didn't really do any investigation regarding

% See Deposition of Mark Muedeking, Esg., October 10, 2002.
% Deposition of Stuart F. Smith, November 22 and 25, 2002 at 53 - 56.
7 1d. at 158:2 - 161:4.
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these concerns.  When WédlPoint's offer stood at $1.25 hillion and Trigon's stood at $1.3 hillion,

CSFB was indructed by CareFirst management to seek a higher price from WellPoint, and CSFB
got WelPoint to increase their bid by telling them that they were weak price. WellPoint was clearly

preferable to Trigon from the standpoint of employee interests but was never preferable to Trigon
from the customers perspective, and putting weght on these factors theoreticdly could have
prevented C3:8areFirst from achieving a higher price or might have resulted in CareFirst getting a
lower price.

7. Mark Chaney, Executive Vice Presdent and Chief Financial
Officer, CareFirst, Inc., January 13, 2003.

Mr. Chaney identified capitd projects that CareFirss management believes have been
potentidly impacted over recent years due to ether limitations on access to capital, or the fact that
CareFirst had a set capital amount that was targeted to spend each year. The ligt of unfunded
projects has not been provided to CareFirst’s Board, nor to WellPoint, prior to providing it in the
depostion. CareFirgt has made investments in e-commerce, but gill consders CareFirgt very much
fird tier e-commerce, versus some of their competitors who are second tier and third tier, and have
done much more than what CareFirst has been able to do, with what has been invested. The list
represents the best estimate of what would have to be expended over the next two to four years.

One of the key competitors that CareFirst is concerned about with their e-commerce
investments is United Hedlthcare. The god for year-end 2002 was to integrate five systems from
the prior combinations, but they have not achieved that goal due to lack of access to capital. Mr.
Chaney believes that, in order to service their customers, they fird need to make sure whatever
modifications are necessary are completed, which is more costly than they first had thought.
Between 2000 and 2002, CareFirst has spent $22 to $23 million on platform integration. He
estimates that it will take an additional $30 to $50 million for the core systems integration. HIPAA
compliance is a good example of a need for access to capita. WellPoint has never indicated to
CareFirgt a dollar amount it would provide to CareFirst to enhance or supplement CareFirst capital
expenditures.®

H. Materials gathered during MIA review

During the course of its review, the MIA has amassed a consderable volume of information
about CareFirst, WelPoint and the Proposed Transaction. To assist the reader, attached to this
report are a series of schedules regarding this information.  Schedule A is a lig of the individuas
who were CareFirgt’s directors and officers during the events considered in this report. Schedule
B is an dphabeticd directory of individuds affiliated with the companies, the MIA, the parties
consultants and advisors, and other interested parties. Schedule C, is the directory of these
individuas grouped by dfilistion. Schedule D is a list of the public comment and evidentiary
hearings held in this matter and of the depostions taken by the MIA and its advisors. Schedule E
is a cadogue of the information requested by the Maryland Insurance Adminigtration and its
advisors from CareFirst and WelPoint. Schedule F is an inventory of the documents gathered by
the MIA, induding those produced in response to the requests on Schedule E. Schedule G identifies
the 256 documents which have been marked as Exhibits at the Evidentiary Hearings and depositions
listed on Schedule D.

38 See Deposition of Stuart F. Smith, November 22 and 25, 2002.
39 See Deposition of Mark Chaney, January 13, 2003..
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V. GENERAL BACKGROUND ON CAREFIRST AND WELLPOINT

A. Early History of CareFirst: Prior Busness Combinations

The group of efiliated insurers that now operates as CareFirst began as a Bdtimore
based hospitd service plan.  Recognizing the economic impact of hospitaization on the average
family, the Associated Hospital Service of Batimore, Inc. was formed in 1937 to:

Edablish, operate, and maintan a nonprofit hospital service plan . .
. Whereby hospital care is provided by a hospital . . . to persons who
become subscribers to such plan, so tha such hospitd care and
service may be obtained a a minimum cost and expense.

The plan was extended throughout the state and, in 1947, became known as the Maryland
Hospital Service, Inc. In 1969, the plan became affiliated with Blue Cross and changed its name to
Maryland Blue Cross, Inc. and, in 1973, to Blue Cross of Maryland, Inc.

Building on the success of the origind hospital subscriber plan, physician services were the
subject of a second entity formed in 1950 by physicians to provide medica care “a a minimum cost
and expense” This corporation, originaly known as Maryland Medicd Service, Inc., became
Maryland Blue Shidd, Inc. and, in 1973, Blue Shield of Maryland, Inc.

Blue Cross of Maryland, Inc. and Blue Shidd of Maryland, Inc. were consolidated into a
dngle entity known as Blue Cross and Blue Shidd of Maryland, Inc. (“BCBSMD”) effective
January 1, 1985. It is dgnificant that the bylaws of the consolidated entity require that “[a]ll
Directors shdl be chosen on the basis of their recognized interest in the welfare of the community,
their desire to further the aims and purposes of the Corporation, and their ability to contribute to the
intdligent guidance of the Corporation’s affairs” The articulated purpose of the corporation was,
as it had dways been, to “establish, operate and maintain a nonprofit hedth service plan . . . o that
such hedth care and service may be obtained a a minimum cost and expense.”

In July 1990, BCBSM filed an gpplication with the Insurance Divison of the
Depatment of Licenang and Regulaion requesting permission to convert from a nonprofit health
service plan to a mutua nonprofit insurer. Both the Insurance Divison and BCBSM agreed that the
gpplication would be reviewed under the generd principles articulated in Article 48A, Section
356AA, which governed the converson of nonprofit hedlth plans to for-profit status. See
Memorandum and Order of July 27, 1990. That section prohibited the Commissoner from
gpproving a converson unless he found that it was “equitable to enrollees and shareholders, if any,
of the corporation” and assured that “no part of the assets or surplus of the nonprofit health service
plan will inure directly or indirectly to any officer or director of the corporation.”

On December 26, 1990, Commissoner John A. Donaho concluded that the
converson of BCBSM to a nonprofit mutua would not be in the best interest of subscribers and
policyholders, nor the citizens of Maryland. In doing so, Commissioner Donaho noted:

Pursuant to Subtitle 20, the activities of BCBSM are circumscribed.
BCBSM cannot, without my permisson, engage in certain activities
or finendd ventures unrdated to its primary purpose of ddivering
hedlth care coverage to its subscribers. BCBSM stated that it wished
to mutudize to enable it to compete “on an even playing fidd,” yet
it promises to continue to be the “insurer of last resort” to Maryland's
uninsured and aling citizens. It is apparent to me that the activities
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envisioned by management to enable BCBSM to compete with
commercial insurers will only deviate from and dilute the primary
purpose for which BCBSM was legidlatively created.

Order a 5. (Emphasis added.)

Shortly after its efforts to mutualize failed, BCBSM became embroiled in controversy
regarding its management practices. The company was near insolvency, and BCBSM was the
subject of a highly critical report issued by the United States Senate in September 1992. Shortly
thereafter, in March, 1993, BCBSM officers and directors became the subject of what purported to
be a subscriber derivetive action. And, BCBSM faced regulatory action in light of it poor financid
condition.

In response to these events, BCBSM’s Board was recongtituted and
a new management group was put in place. As part of that process,
and in direct response to criticiams of officers and directors of the
corporation, the bylaws of the corporation were amended in 1993.
Incdluded in the changes was the articulate of the specific duties that
the directors of the corporation owed, including the duty to act “in
good fath,” “in the best interest of the Corporation,” and with
“ordinary” care. |In addition, the revised bylaws date, at Article VII:

The fiduciary responsiilities of the Corporation to the public require
members of the Board and Corporate Officers to exercise utmost
good faith in dl transactions touching upon their duties to the
Corporation and its property.*°

Thus, BCBSM dearly understood that while the actions of corporate officers and directors
may normaly be governed by the requirement that those actions be taken in good faith and with
ordinary care, because of BCBSM’s sdlf-acknowledged duty to the public, the officers and directors
of BCBSM owe a higher duty, particularly with regard to the protection of BCBSM'’s assts.

It dso is dgnificat that a speciad Committee of the Board, which was created to assess
whether to maintain the “subscriber” litigation initiated againgt certain officers and directors, noted
initsreport that:

BCBSM plays a special role in the Maryland health care system. Like commercid insurers,
it provides hedth insurance and related services, BCBSM services more than 1.5 million people
through products ranging from traditional insurance to hedth maintenance organizations (“HMOs).
Unlike commercid insurers, BCBSM is an insurer of last resort. It consders itsdf responsble to
provide coverage for those who cannot obtain it from other sources.*

0 ByLaws Approved by the Maryland Insurance Administration on September 29, 1993 at 15.
(Emphasis added.)

1 Report of the Specid Litigation and Indemnification Committee of the Board of Directors of
Blue Cross and Blue Shield of Maryland, Inc., October 28, 1993. It should be noted that George
L. Russl, J.. Esg. then a Partner at Piper Marbury Rudnick & Wolfe LLP, was a member of the
Committee and a signatory to the Report. (Emphasis added.)
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Shortly after the new management team was indaled, efforts at changing the essential nature
of BCBSM renewed. In October, 1994, BCBSM filed a plan of reorganization. The reorganization
contemplated limiting BCBSM’s nonprofit business to the sde of indemnity hedth insurance under
the BCBS logo, while transferring the remainder of BCBSM'’s existing and contemplated business,
paticulaly its managed care business, to a newly created, for-profit subsdiary. That new
subsidiary would act as a holding company for: BCBSM'’s for-profit HMOs; a for-profit genera
insurance agency yet to be formed; a for-profit “unbranded” indemnity company to be formed; and
third party adminidrative services. The new holding company subsidiary would be authorized to
sl up to 35% of its stock to the generd public through an initid public offering, with the possibility
that an additional 40% could be sold in the future, leaving BCBSM with as little as a 25% interest
in the entity.

Commissoner Dwight K. Bartlett, Il recognized that the proposed reorganization was in
effect a conversion to a for-profit insurance company.*> Commissioner Bartlett noted that the profit-
making aspects of the enterprise would be “so subgstantial that BCBSM would lose its character as
a nonprofit hedth services plan.”*®  Consequently, the Commissioner denied the request to
reorganize BCBSM in the mode outlined in its filing** Commissioner Bartlett noted that if BCBSM
wanted to transform the company to essentidly a for-profit entity, it would have to follow the
conversion procedures then contained in the Maryland Insurance Code.*®

In subsequent years, BCBSMD rebounded.”® However, management and the board of
directors concluded that the company's long term vigor, even its very surviva, required that it grow
into a regiond insurer, pursuing sgnificant growth beyond Maryland's borders. 1d. This perceived
need for extraterritorid growth reflected an undelying bedief that, in the current hedth care
environment, financid dtability depended upon growth and improved access to capitd.*” The
company determined that opportunities for continued growth in Maryland were limited.** BCBSMD
adopted a growth-through-affiliation strategy, which led to the proposed merger of its operations
with those of GHM S, ak/a BlueCross Blue Shield of the Nationa Capital Area. |d.

On December 23, 1997, the Commissoner issued a formd ruling gpproving the proposed
merger of the operations of GHMS| and BCBSMD. Pursuant to the approved proposa to merge
operations, GHMSI and BCBSMD avoided mingling assets by forming CareFirgt, Inc. ("CareFirs")
as a halding company, and maintaining GHM S| and BCBSMD as separate subsidiaries of CareFirst,
both companies doing business as CareFirst Blue Cross Blue Shidd. In order to mantain full
regulatory authority over the combined entity the Commissioner required that the holding company
of GHMSI and BCBSMD, CareFirdt, Inc., dso be licensed as a nonprofit hedth service plan. As
a consequence, GHM S| became a subsidiary of a Maryland nonprofit health service plan.

42 See Order of January 20, 1995.

“1d. at 11.

“d. at 21.

*1d. at 15, 21.

6 CF-0012290, pre-filed written testimony of William L. Jews, March 6, 2002.
" Tegtimony of Danid J. Altobello, March 11, 2002, at 188:17-189:10.

8 CF-0012290, pre-filed written testimony of William L. Jews, March 6, 2002.
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The Commissioner's ruling also required an andlyss of the rdative contributions to CareFirst
by BCBSMD and GHMSI (the "sngpshot"), and further required that in the event of the future
conversion of the company, its public assets be distributed in accordance with applicable nonprofit
law. The accounting firm of Ellin & Tucker (“E&T”) was engaged to perform the sngpshot andysis.
As of January 16, 1998, E& T opined that the vaue of CareFirst was alocated 64% to Maryland and
36% to the Didrict of Columbia, based on seven primary benchmarks. (1) assets, liabilities, and
surplus as reported on a statutory basis; (2) assets, liabilities, and surplus as reported on a generaly
accepted accounting principles (“GAAP’) basis, (3) historical revenues, both risk and fee based; (4)
number of subscribers and providers by geographic area; (5) market value of investments; (6) market
vaue of non-invested assets; and (7) actua dam reserve run-off data. Four secondary benchmarks
were aso taken into consderation: (1) profitability andyss, (2) saffing; (3) reative pogtion of the
plans with respect to competitors; and (4) relative strengths and weaknesses of the management.

In March of 2000, the Maryland and Delaware Insurance Commissioners issued Orders
permitting the afiligtion of CareFirst, Inc. and BCBSDE, with BCBSDE remaning a separate
company but, as with D.C., a subsdiary of a Maryland nonprofit hedth service plan. As was the
case with the earlier transaction between BCBSMD and GHMS|, the Commissioner required an
alocation of relative value contributed by CareFirst and BCBSDE, i.e., a new "sngp shot.” As of
March 22, 2000, E&T provided a draft anadyss opining that the vaue of the resulting holding
company was dlocated 92% to the pre-transaction CareFirst (.e., the Maryland and Digrict of
Columbia entities) and 8% to BCBSDE, based on sx primary benchmarks. (1) assets, liabilities,
and aurplus on a statutory and GAAP basis, (2) higorica revenues; (3) number of subscribers; (4)
market vauation of invetments (5) market vaue of non-invesment assets;, and (6) actual dam
reserve run-off data. Two secondary benchmarks were also taken into consderation: (1)
profitability anadlyss, and (2) saffing.

The dfiligion with BCBSDE resulted in CareFirst as it exiss today, with $6 billion in
revenue (in premiums and premium-equivaents), and 3.1 million members (induding Blue Card
members for whom CareFirst is the host plan).*® CareFirg, the holding company, is the sole
member of the Maryland, Digtrict of Columbia, and Delaware Blues®™ It was in that context, and
in an environment of competition from nationa carriers in Maryland and throughout the Mid-
Atlantic region, that CareFirst continued to examine the dtrategic options that would best enable it
to compete on measures of service, access, choice, qudity, and affordability with much larger,
innovative, and well capitdized for-profit companies™ The boards of directors of the three
operating companies and the holding company, collectively, were engaged and involved in the
strategic planning process.®?

49 CF-0012290-91, pre-filed written testimony of William L. Jews, March 6, 2002, &t 4.
0 CF-0012308, pre-filed written testimony of Daniel J. Altobello, March 6, 2002, at 1.

1 CF-0012290-91, pre-filed written testimony of William L. Jews, March 6, 2002, &t 4-5.
%2 Tegtimony of Daniel J. Altobello, March 11, 2002, at 175:1-181:6.
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B. History and Background of WellPoint
1. Pre-conversion History

In 1929, a Baylor Universty officid offered a hedth plan to schoolteachers through the
Univerdity's hospitd.  Due in part to the Great Depression, hedth care was virtualy unaffordable.
In Cdifornia, humanitarians such as Ritz E. Heerman and Howard Burrell, attempted to implement
legdation that would authorize hospital service plans. Cdifornians were able to receive affordable
hedlth care through the Associated Hospital Service of Southern California and the Alameda County
Medica Association. By 1939, the American Hospital Association ("AHA") governed the
operations of hospital service plans modeled after the Baylor plan. In 1982, Blue Cross of Northern
Cdifornia and Blue Cross of Southern Cdifornia merged to form Blue Cross of Cdifornia (“BCC”).
BCC was formed because of the smilarity between the two plans and the anticipated ensuing
benefits from increased efficiency derived from technologica advances.

In 1992, BCC formed its subsidiary WdlPoint Hedth Networks, Inc., a Delaware public
for-profit corporation ("Old WelPoint"), to own and operate subgtantidly all of BCC's managed
hedlth care businesses. In 1994, the Blue Cross Blue Shidd Association ("BCBSA™) repeded the
requirement that all BCBS plans be operated as nonprofits, in part, due to the 1987 loss of BCBS
tax exemption. Thus, many BCBS plans began converting to for-profit. In 1996, BCC converted
into afor-profit corporation through the following process.

2. Conversion

After extendve negotiations with regulators, in 1996 Old WelPoint, BCC, and two newly
created nonprofit foundations, the Cdifornia HedthCare Foundation (the "Foundation”) and the
Cdifornia Endowment (the "Endowment”), executed a recapitaization agreement. Pursuant to the
agreement: () Old WdlPoint distributed an aggregate of $995 million to BCC, which donated its
portion ($800 million) to the Endowment; (b) BCC donated its assets, other than the previous cash
digtribution and its commercid operations (the "BCC Commercid Operations’), to the Foundation;
BCC changed its corporate structure to a California for-profit business corporation (the "BCC
Converson") and issued to the Foundation 53,360,000 shares of Common Stock and a cash payment
of $235 million to reflect the vaue of the BCC Commercial Operations and the value of the Blue
Cross mark; and (d) Old WellPoint merged with and into BCC (the "Merger") forming the surviving
entity of WellPoint Hedlth Networks, Inc.

BCBSA and WdlPoint entered into a new License Agreement effective as of May 20, 1996
(the "License Agreement"), pursuant to which WelPoint has become the exdusive licensee for the
right to use the Blue Cross name and related service marks in California and has become a member
of the BCBSA. There remainsin the state an independent Blue Shield plan.

3. Post-Conversion History

a. Life and Health Benefits Management Division of
M assachusetts Mutual Life Insurance Company and the
Group Benefits Operations of John Hancock Mutual Life
I nsurance Company.

In conjunction with the BCC Conversion, WelPoint began pursuing a nationwide expansion
drategy through sdective acquistions and dart-up activities in key geographic areas. In an effort
to pursue the expanson of WelPoint's business outside the state of Cdifornia, WellPoint acquired
two busnesses in 1996 and 1997, the Life and Hedth Benefits Management Divison of
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Massachusetts Mutud Life Insurance Company and the Group Benefits Operations of John Hancock
Mutud Life Insurance Company.

b. Rush Prudential Health Plans

In December 1999, WelPoint announced agreement with co-owners Rush-Presbyterian-St.
Luke's Medicd Center and Prudentid Insurance Company of America to acquire Rush Prudentia
Hedth Pans (“Rush Prudentid”) for approximatey $200 million. At the time, the hedth
maintenance organization operated primarily in the Chicago area, serving approximately 300,000
medica members.

C. Cerulean Acquisition

More recently, WellPoint has pursued an acquistion srategy focusing on acquisitions of
busnesses with sgnificant member concentrations outside of Cdifornia.  On March 15, 2001,
WdIPoint acquired Cerulean Companies, Inc., the parent company of BCBSG. Cerulean's business
genegdly consds of insured and adminidrative services primarily in Georgia. As a result of the
BCBSG acquidtion, WdIPoint's membership increased by approximatedy 1.9 million members.
WedlPoint pad $700 million in cash for Cerulean and incurred $134.5 million in expenses, primarily
related to change of control payments to Cerulean management and transaction codis.

d. RightCHOICE Acquisition

On January 31, 2002, WelPoint merged with RightCHOICE Managed Care, Inc.
("RightCHOICE"), BCBS of Missouri's parent company. RightCHOICE served approximately 2.2
million medicd members in Missouri, Arkansas, lllinois Indiana, lowa, Kentucky, and West
Virginia. RightCHOICE common stockholders and holders of employee stock options were paid
approximately $379.1 million in cash and $16.5 million shares of WellPoint Common Stock,
reulting in a total purchase price of gpproximately $1.45 hbillion. In addition, WelPoint will have
incurred $114.8 million in expenses primaily related to change-in-control payments to
RightCHOICE management and transaction costs. RightCHOICE is the largest provider of managed
hedlth care benefits in Missouri, based on number of members, through its exclusive license to use
the BCBS names and service marks in mogt of the state. Nonprofit BCBS Kansas City retains the
exdusve right to market “branded” products in that metropolitan area, both in Missouri and in two
adjacent Kansas counties.  RightCHOICE, through its HedthLink subsidiary, aso provides network
rental, adminidrative services, workers compensation, managed care services, and other
non-underwritten health benefit programs.

e. MethodistCare Acquisition

On April 30, 2002, WdlPoint acquired MethodistCare, which serves over 70,000 members
in the Houston, Texas area.

f. Pending Major Litigation

In June 2000, the Cdifornia Medical Association ("CMA") filed a lawalit (the “CMA case”)
in U.S. digrict court agangt BCC. The CMA case dleged that BCC violated the RICO Act by
maeking misrepresentations and taking ingppropriate actions agang health care providers. In late
1999, a number of class action lawsuits were brought against severd of WellPoint's competitors
alleging, among other things, various misrepresentations regarding their hedth plans and breaches
of fiduciary obligations to hedth plan members. In August 2000, WellPoint was added as a party
to Shane v. Humana, et al., a class-action lavsuit brought on behdf of hedth care providers
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nationwide. In addition to the RICO clams brought in the CMA case, this lawsuit dso dleges
violations of ERISA, federd and state "prompt pay" regulations, and certain common law clams.
In October 2000, the federal Judicia Panel on Multidigtrict Litigation issued an order consolidating
the CMA case, the Shane lawsuit, and various other pending managed care class action lawsuits
before federal Judge Federico Moreno in the Southern Didtrict of Horida. In March 2001, Judge
Moreno dismissed the plaintiffs dams based on vidlation of the RICO Act, dthough the dismissal
was made without prgudice to the plaintiffs ability to subsequently refiled their daims.  Judge
Moreno dso dismissed, with prejudice, the plaintiffs federal prompt pay law clams. On March 26,
2001, the CMA filed an amended complaint in its lawsuit, dleging, anong other things, revised
RICO dams and vidlaions of Cdifornia lawv. A hearing on the plaintiffs motion to certify a class
was held in early May 2001. Judge Moreno issued an order certifying a nationwide class of
physcians in the Shane matter, seting a trid date in May 2003 and ordering the parties to
participate in non-binding mediation. In October 2002, WellPoint filed a motion with the 11th
Circuit Court of Appeals seeking to appea Judge Moreno's class-certification order.

In March 2002, the American Dental Association and three individua dentists filed a lawsuit
in U.S. digrict court in Chicago againg WelPoint and BCC. This lawsuit dleges that WellPoint
and BCC engaged in conduct that congtituted a breach of contract under ERISA, trade libel and
tortious interference with contractua relations and exiging and prospective busness expectancies.
The lawalit seeks class-action status. In July 2002, the federa Judicia Pand on Multidigtrict
Litigetion granted WellPoint's motion requesting that the proceedings in this case be consolidated.

0. Current Market Position

WdlPoint is one of nation's largest publidy traded managed hedth care companies.
WidlPoint's membership was gpproximately 13.1 million medicad members and approximatdy 46.6
million specialty members as of September 30, 2002. WellPoint offers network-based managed care
plans to large and smal employers, individud and senior markets. In addition, WellPoint's business
includes managed care services, induding underwriting, actuarial service, network access, medical
cost management and clams processng. WellPoint aso offers various other specidty services.
WHdIPoint markets BlueCross branded products in California, Georgia, and 85 counties of Missouri
(induding the greater St. Louis area), and unbanded products in various other parts of the country.
WdlPoint has a diversfied customer base, with extensve membership among large and small
employer groups and individuds, but is aso gaining share in the Medicare and Medicaid markets.

Vvl. HISTORY, CHRONOLOGY, AND BACKGROUND FOR THE
PROPOSED TRANSACTION

A. Factual Background

Among the issues the MIA is required to andyze in its review of the transaction is the "due
diligence’ the Board followed in the steps leading to the find decison to convert and sl to
WdlPoint. The initid due diligence andyds requires firda an examination of the threshold
determination to engage in an acquidition, which is defined by statute as ether a conversion to for-
profit or acquisition by a for-profit. As will be discussed below, the Proposed Transaction involves
both, and there is some dispute as to whether the transaction is a single transaction preceded by a
"dngle decison,®® or two separate and legdly distinct transactions as argued by Jay Angoff.
Whether the transaction is viewed as one or two events or decisons, what is common to both is the
precedent decison to dter the corporate form, changing the nonprofit structure to a for-profit

%3 Tegtimony of R. W. Smith, January 28, 2003, at 156 — 177.
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gructure. From this threshold decison flows subsequent decisions that will be analyzed such as the
selection of apartner from among competing bidders and the terms and conditions of the dedl.

The falowing chronology of significant events and decisions is based on the record reviewed
by the MIA, induding subpoenaed documents, written and prefiled testimony, and ord testimony
at public hearings and depositions.

1. The Board Retains Accenture to Assist in its Strategic Planning

After CareFirst emerged from its period of financid distress in the early 90's, the directors
and management continued deliberating about the best long-term drategic direction for the
company.®* The CaeFird Board established a Strategic Planning Committee, whose charter
provides, among other things, that it shal "provide assstance and expertise to the company's
management in developing and monitoring the long-range drategic plan . . . develop and
recommend to the Board the drategic plan for the company ... [and] recommend each year to the
Board an annud business plan and its quarterly review and/or update.®® In September 1998, after
the merger with the GHMSI was approved, the Strategic Planning Committee was aready
discussng a broad range of options for CareFirst, which included digning or merging with another
Blue plan, merging with a larger regiond/nationd managed care company, or sdling the company.®®

The beginning of the more formd drategic planning process that led to the decison by
CareFirgt to convert and be acquired by WellPoint can reasonably be said to be the retention by the
Board of its outsde consultant to provide drategic planning advice. On February 11, 1999, David
Wolf forwarded to Andersen Conaulting, now Accenture, a solicitation for an expression of interest
to assist CareFirst in the strategic planning process.  Attached to the letter was a RFP with detail on
CareFird's needs and objectives and time frame for hiring a consultant.>” In that document CareFirst
declared that one of its drategic drivers is to "seek opportunities to build scale through acquisitions
and mergers.” The RFP described this strategic objective as follows:

In order to mantan market dominance and to be drategicaly
positioned for the future, the Company will seek to build grester scale
through local and regiona acquigitions and mergers. In the firg half
of 1998, the company successfully completed the business
combination of BCBSMD and BCBSNCA. This has resulted in a
gronger regiond presence for CareFirg which will provide the
foundation for future regiond growth. CareFirg is currently in the
due diligence phase of the proposed effiliation with BlueCross

> Supplement to Amended Form A Statement Regarding the Acquisition of Control of or Merger
with a Domegtic Insurer filed with the Department of Insurance and Securities Regulation and the
Office of Corporation Counsd of the Digtrict of Columbia on January 11, 2002, at 3.

> CF-0012309, pre-filed written testimony of Daniel J. Altobello, March 6, 2002.

6 CF-0002793 - CF-0002848 CareFirdt, Inc. Strategic Planning Committee Meeting Minutes,
September 23, 1998. These minutes are important in understanding the proposed merger and
conversion from CareFirst's perspective.

> CF-0009742 - CF0009755, letter from CareFirst's David D. Wolf to Andersen Consulting's
Shawna Russdll, enclosing " Strategic Advisor Request for Proposal,” February 11, 1999.
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Blueshidd of Delaware. Pending regulatory gpprovd, closng of the
transaction should occur by May 31, 1999. (Emphasis added.)*®

The RFP aso requested that a bidding organization provide in detail "your company's
mergers and acquisition experience in hedth care.”

This RFP illudrates some basic themes that continued throughout the drategic
planning process and which bear directly on the regulatory review of the acquistion. Firg, it is
evident that CareFirst had pre-determined one dement of its drategic plan even before hiring its
consultant: It would seek to maintain dominance and build scae through “regiond acquisitions and
mergers.” Not surprisingly, as set out in more detail below, Accenture's recommendations to the
Board dl involved an increase in scale, and it was determined by the Board that to achieve the goals
set by Accenture, a converson would be necessary. In fact, Mr. Jews tedtified that growth and
expansion were, from the beginning of histenure, part of CareFirgt's long term plan.*®

The second notable aspect of the RFP is the absence of any reference to the mission
of the company as articulated in its organizationd documents. The Articles of Incorporation for
CareFirgt of Maryland, Inc. described the purpose of the organi zation:

The purposes for which and any of which the Corporation is formed
and the business and objects to be carried on and promoted by are:

@ To edtablish, operate and maintain a nonprofit hedth
sarvice plan as authorized by Title 14, Subtitle 1 of
the Insurance Artide of the Annotated Code of
Mayland and any and dl amendments thereto,
whereby hospitd, medicd, dentd and other hedth
care is provided by hospitals, physcians, dentists, and
other providers to persons who become subscribers to
such plan, so that such hedth care and service may be
obtained at aminimum cost and expense. ®°

The omisson of this purpose statement from the RFP is important because in andyzing the
conduct of the Board and whether the transaction is in the public interest, it is necessary to evaluate
whether the Board appropriately considered the impact its drategic planning process would have
on this corporate purpose.

%8 RFP dated February 11, 1999.
%9 Deposition of William L. Jews, March 13, 2003, at 307 — 310.

0 January 22, 1998, Orientation Book for Board Members, attachment "Blue Cross and Blue Shied
of Maryland, Inc., Articles of Amendment and Restatement™ at page 1, CF-0001751.
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2. Accenture identifiestrends of industry consolidation, and therise
of " e-commerce" and " consumerism.”
Accenture worked closely with management and the Strategic Planning Commiittee, and  met
separately with management and the CEO without the Board in preparation for the Board meetings
and to refine the Board presentations.®*

Accenture focused on three objectives in its work for CareFirst: (1) to assess the
competitive environment and the indugtry trends that could have implications on how hedth plans
evolve, and specificdly how CareFirst was going to be affected; (2) to assst management in
devdoping a draegic vison and direction for CareFirst; and (3) to determine key enabling
drategies to fulfill that strategic vision.®?

At the medings of the Strategic Planning Committee, Accenture presented handouts
andyzing the hedth care market, identifying trends in the industry, and laying out possible courses
of action.®®* The materids identified the consolidation of hedth plans as one dominant trend, but aso
identified others, such as the advent of internet focused companies, the investment such companies
were making in "e-commerce” and the trend of consumers becoming more informed and using
information for hedlth care decisions®*

Accenture believed that, while CareFirst generdly had a strong competitive postion at that
point, it was not well positioned to respond to these trends it had identified.®> Accenture identified
for the Board some CareFirst weaknesses, such as the fact that " CareFirst gppears to have the highest
market share in segments with the lowest profitability” and CareFirst "Prices are higher than
regiond competitors and the gap appears to be widening."® CareFirs had no e-commerce

capaility. &

1 See eq., Andersen Conaulting presentations - May 28, 1999; "CEO Discussion, Environment and
Strategy Options' at 1 - 54, CF-0009953 - CF-0010007; June 3, 1999, "CEO Discussion, Strategy
Options Discussion” at 1 - 51, CF-0010078 - CF-0010129; June 11, 1999, "Meeting with William
L. Jews, Strategy Options Discusson' at 1 - 79, CF-0010191 - CF-0010270; "Discussion with
William L. Jews, Strategy Options Selection” at 1- 57, CF-0010332 - CF-0010387.

62 Supplement to Amended Form A Statement Regarding the Acquisition of Control of or Merger
with a Domegtic Insurer filed with the Department of Insurance and Securities Regulation and the
Office of Corporation Counsel of the Digtrict of Columbia on January 11, 2002, a 3. Prefiled
written testimony of Joseph V. Marabito, March 6, 2002; testimony of Joseph V. Marabito, Day 4,
April 29, 2002, at 4 — 19.

6 See e.q., CF-0006878, CF-0006928 - CF0007015, CareFirdt, Inc. Strategic Planning/Finance
Committees Meeting Minutes, November 23, 1999, Andersen presentation of "Strategic Advisor
Overview" and "2001-2002 Strategic Plan and Vison'.

& ]d. at CF-0006941.

& Tegtimony of Joseph V. Marabito, April 29, 2002, at 14.

% Minutes of the Strategic Planning Committee, August 23, 1999, Andersen Consulting Side at
24, CF-0006666.

" Testimony of Joseph V. Marabito, April 29, 2002, at 13.
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3. Accenture presentsits” Casefor Change" tothe Board
On October 28, 1999, the Board was presented with "The Case for Change', which indicated
"CareFirg needs to change of order to thrive in the future According to Andersen, the need for
changes was driven by the following factors:

The Casefor Change®®

() Sgnificant nationd and locad consolidation will continue to threaten

CareFirg's market position

() The e-Economy is changing the economics of the industry and competitors
are partnering with new internet entrants

() In the future industry environment CareFirst will experience a shift of power
toward the consumer

() CareFird's competitivenessisincreasingly chalenged

4, Accenture determines that regional scale and market
share, rather than absolute scale, is a better indicator of
financial success.

In support of its case for change, Accenture presented data to the board, which showed that
the greater a hedth plan's locd market share, the lower its expense ratio.”® The lower the expense
ratio, the less per dollar of premium is spent on adminidrative costs. From a competitive standpoint,
a company's rdaive market share, i.e., a company's market share in comparison to those of its
compstitors, impacted the expense ratio more than the absolute size of a company. Data presented
by Accenture to the Board indicated that "absolute scae does not appear to generate any cost
benefits'™ On this point, at the hearings Mr. Marahito testified that "what we concluded from the
andyss was tha ... there are more advantages to have the scale concentrated ... we aso bdieve that
there were advantages to having absolute scale, but it was much more difficult to get and there is
much more variability between a company's ability to achieve that . ...""* Separate charts given to
the Board showed that high relative market share drives superior financia returns.”

5. Accenture estimated CareFirst's Needs for Capital
Expenditures

In 1999, Accenture, working with CareFirst management, developed projections of
what CareFirst would need to spend in the following three to five years to execute the

% Minutes of the Strategic Planning Committee, August 23, 1999, Andersen Consulting Side at
10, CF-0021307.

% |d. at 44, CF-0006686.

0 CareFirg, Inc. SPC Minutes, August 23, 1999, Andersen " Strategy Selection Discussion,” CF-
0006686; Testimony of Joseph V. Marabito, April 29, 2002 at 41.

1 Tegtimony of Joseph V. Marabito, April 29, 2002, at 41.
2 1d. at 47.
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srategic vison. In fact, a driving force behind the Board's decison to achieve larger scale
was the projected capital invetment needed by CareFirs in order to stay competitive, and
this has be7e3n one of the mogt prevaent reasons articulated by CareFirst in support of the
transaction.

The fadlowing projections were presented to the Board and Strategic Planning
Committee:

Cost Range
The Case For Change Potential Investments (millions)
W Significant national and local W Mergers $800-900
consolidation will continue to B Merger Integration
threaten CareFirst's market B Contingency for price wars and
position acquisitions
WThe e-Economy is changing the W e-commerce $30-50
economics of the industry and B Partnerships/interconnectivity
competitors are partnering with
new internet entrants
M In the future industry environment ] New Products _ $170-250
CareFirst will experience ashift of Il Entering new metro markets with
Power toward the consumer Next Generation Consumerism
products
B Cal Center
MCareFirst's competitiveness is Wi nformation management system $80-120

M Integrated I T platforms
BMMedica management tools
BReforming Networks
BRevamping provider contracts
MBringing on new talent

B Organization structure change
BRestructure broker relationships™

increasingly challenged

Mr. Marabito of Accenture described the development of these projected investments in the
following way:

...that was a bottom-up calculation. We took a step back and said, okay, if
CareFirgt is going to be successful in this strategy wheat is it going to need to do?”

Regarding the spending for e-commerce, Mr. Marabito tetified that the numbers were not
based on CareFirst's numbers, but rather "we looked at the capabilities that we thought would have
to be built'™ For the shift to consumerism, which included e-commerce capabilities and new

3 Tegimony of Danidl J. Altobello, March 11, 2002, at 188 - 189.

# November 23, 1999, Board Minutes "CareFirst Strategy Implications’ Discussion by Andersen
Consulting.

> Tegtimony of Joseph V. Marabito, April 9, 2002, at 82.

% 1d. at 90.
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product development, the figures were based on the discussion Accenture had with other companies
at the time making such investments, as well as Mr. Marabito's own experience as a former manager
for product portfolio at the Missouri plan.”

According to the Blackstone Report, Mr. Marabito Stated that the total of these capita
expenditures (“CapEx”) was above and beyond what CareFirst aready projected in its five-year
budget. This issue, whether these projected CapEx needs were "incrementa” to aready budgeted
capital expenditures or whether they smply reflected total spending, inclusive of prior budgets, was
not quite resolved, dthough not for lack of trying. As will be seen below, it is not necessary to
resolve this question because this report concludes that the projected needs identified by Accenture
not related to mergers and acquisitions could in fact be satisfied by CareFirgt through internaly
generated cash.” .

6. Accenture identifies key strategic objectives reguiring sgnificant
increasesin scalefor CareFirst.

Accentures andyds of the market trends, CareFirst's historicad spending on capita
investments like technology, and CareFirs’s srengths and weaknesses in the market, led Accenture
to recommend a draegic vison whose fundamentas changed little over the following years. The
drategy was premised on the notion of "geogrgphic dominance”  This gpproach alows for
"qonificant scde increases while maintaining benefits of narrow geographic focus” In the longer
term, the company would move to an approach named "next generation Consumerigm’, which
entails focusing on specific and attractive consumer segments.”

The foundation for implementing the drategy to achieve regiond scde conssted of three
specific goals for CareFirg for the years 2000 - 2003:

(1)  $8 hillion to $11 hillion in revenues, producing 15 - 22% annua revenue growth
between 1999 and 2003;

(20 minimum capital of $500 million to $600 million and excess/contingency capital of
$1.0 billion to $1.2 hillion, resulting in a total capital base of $1.5 hillion to $1.7
billion, with underwriting margins of 1 - 2 %; and

3 the top pogtion in key consumer segments with a diversified portfolio and 3 times
the relative market share of the next competitor in the core service area®

These factors are andyzed in more detail below. Accenture summarized the two methods
it used to generate the revenue target of $8 to $11 hillion in the following way:

We used two methods to estimate a potential target revenue range for CareFirst.
Fird we andyzed CareFirst's recent income statements to assess how much income
CareFirgt has been able to devote to drategic acquistion invesments. We compared
CareFirst's higorica investment budgets with our estimates of investment needs in
order to edtimate the desired scale. Second, we examined the size and growth rates

" Testimony of Joseph V. Marabito, April 29, 2002, at 81 - 96.

8 See Blackstone Draft Business Case Report at 27.

9 See CareFirst Specid Meeting of the Board of Directors, November 23, 1999, handout titled
“CareFirgt Strategy Implications Discussion” at 1-36, cr-0003778-814.

80 CareFirdt, Inc., Special Meseting of the Board of Directors, November 23, 1999, handout titled
"CareFirgt Strategy Implications Discussion” a 3, CF-0003814.
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of CareFirst competitors in the mid-Atlantic region, and projected the Sze CareFirst
would have to be in order to not lose ground (in terms of scade) relative to those
competitors. The result of those two methods was an estimate of $11 - $16 hillion
in annua revenue®*

Thus there were two approaches used by Accenture to esimate the required scale CareFirst
would need to achieve in order to maintain its competitiveness. One was an examination of
CareFirst's ability to make needed investments to stay competitive, including acquisitions of other
carriers. Second, Accenture compared CareFirst to some of its in-market competitors such as Aetna,
Cigna, and United and assumed that as they grew, CareFirst should grow at a rate to maintain its Sze
relative to them.®?

7. CareFirst could not achieve the strategic objectives through
growth in its own market; it would have to combine with another
health plan to achieve the objectives.

Mr. Marabito acknowledged at the hearings that it would be "near impossible” for CareFirst
to meet this revenue objective smply by growing within its own market, referred to as "organic
growth".?®*  Therefore, CareFirst would need to acquire, be acquired, or otherwise combine with
another company.

The repeated focus of Accenture in its presentations to the Board was the need to
achieve scde and access capitd through mergers or acquistions. In one presentation, Accenture
identified "clear priorities for CareFirst's merger and acquisition strategy.”®* These priorities were:

Merger and Acquisition Priorities

Priority Rationale

1. Gain Scale contiguously m Gain scale and capita
necessary for envisoned investments
m Strengthen position for future consolidation
m Seize window of opportunity with
contiguous plans

2. Deepen Market Share m Solidify ability to dominate

m Pre-empt competitors from
gaining relative share

3. Support "consumerism” m Acquire cgpabilities
necessary to succeed in future
consumer-oriented environment
m Diminish competitors ability to
differentiate against CareFirst

8 Accenture| Report at 6.

82 Tegtimony of Joseph V. Marabito, April 30, 2002, a 16:16-17:2.
:3 Testimony of Joseph V. Marabito, April 29, 2002, at 86.

4 1d. at 15.
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The drategy dearly is rooted in notions of growth: growth within the market, to "deepen
market share” and aso contiguous growth, i.e., markets such as Virginiaor Pennsylvania.

8. In 1999 Accenture recommended to the Board that achievement
of the strategic objectives was more important than whether the
company was for -profit or not-for-pr ofit.

Ealy in the planing process Accenture advised the Board that "dtrategy should drive
corporate sructure’ and that CareFirgt should "pursue the optima path to implement the business
drategy, regardiess of the consequences.®® CareFirst was advised that "[i]f the opportunity to
convert and go public presents itsdf during strategy implementation ... seize it" and "All ese being
equal pursue M & A opportunities that lead to a converson and going public before those that do
not."® It was an assumption for this recommendation that "CareFirst needs access to capital beyond
reserves and cash flow to implement its drategy and remain competitive over the long term.” In
andyzing the status of the company as a nonprofit, Accenture did advise the Board that maintaining
the status quo was "congsgtent with [itg] historical misson.” There is no discussion in any Accenture
materid as what this "higoricd misson” was, nor the implications of not continuing the misson.
Accenture identified several disadvantages to the nonprofit structure, induding the fact that the
datus quo "limits CareFirst's access to cgpitd” and "perpetuates 'business as usud’; less impetus to
change organization to respond to '‘consumerism' chdlenge."®’” A presentation prepared by
Accenture for the October 28, 1999, meeting of the Strategic Planning Committee characterizes one
outcome of the prior meeting in September in the following way:

The Committee is open to CareFirst being a for-profit company in order to increase
its flexibility to respond to the changing needs of the market.

Accenture also focused on some measures of “control” CareFirst could seek in a new,
combined company. The key measures of control identified by Accenture were:

Parameters to Define Control

Number of board seets CareFirst receives

Who is named Board Chairman

Number of key management positionsin which CareFirst executives are placed
Who isnamed CEO

Headquarters location

CareFirst control over governance

Name of combined company

See Board Meeting Strategy Implication Decisions, CF-0019781.

0. At that meeting, Accenture recommended " negotiating with Trigon to
deter mine what measur e of control might result for CareFirg.”

As Accenture was recommending the drategic plan in 1999, CareFirst management
conveyed to the Board that CareFirst was changing its focus and mission.

& 1d. at 29.
8 CareFirg, Inc. Special Mesting of the Board of Directors, November 23, 1999, handout titled
;'CareFi rst Strategy Implications Discussion™ at 28, CF-0003806 .

" 1d. at 31.

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 37



Perhaps to lay the foundation for a decision to achieve the strategic objectives by combining
with a for-profit rather than nonprofit insurer, at an October 28, 1999, Executive Session of the
Boards of Directors, Mr. Jews led a discussion on the changing role of CareFirst. To set the stage
for the meding, Mr. Jews sent a letter to the directors describing how increasing codts, federal and
state fisca cut backs, and politica and regulatory pressures "are forcing actions and reactions by
CareFirgt, as you have noted and voted."®® He described how these "actions and reactions' could
impact the strategic planning process, and laid the foundation for the discusson to follow at the
Board meting:

Clearly, our business decisions are well-founded yet there remains
misunderganding(s) about our Company's role.  This confuson igmay cause
reactions to us. Over time, these reactions could jeopardize our ability to properly
provide vaue to our customers and ultimatey cause deterioration in the progress we
have made.

It is timdy for us to have some discussion about our mission, role and responsibility
and how it is being percaeived. This will logicaly leed us to discussons to fully
examine whether we should stay the course or make changes toward providing value
to our customers and supporting the growth of our Company. 1d.

At the meding, Mr. Jews informed the Board that "Today's CareFirst" was
"responding with business-based decisions,” was no longer insurer of last resort, was "more
profit-oriented,” could no longer be "dl things to dl people” was "seeking profiteble
business, was exiting unprofitable segments,” was "evolving into a new kind of company,”
"need[ed] to think differently.” He added that "CareFirst's struggle to be competitive forces
us to act/react in a more businesslike manner to survive” "our surviva behavior causes
guestions relative to any perceived relief we receive (.e., SAAC/Premium Tax)," and "Our
purpose as a company is confusing to many politicians®® He forwarded that CareFirst
"need[ed] to be prepared to respond to criticism."° In the generd session, Mr. Jews made
his case why the "say the same’ drategy was reected—essentialy, because CareFird's
competitiveness and profitability would decline as competitors gained grester scae and
ability to invest, while CareFirst would be limited to a market of declining attractiveness. **

10. Accenture'sselection criteria for partnerswerebased largely on
the ability of the partner to achieve the objectives underlying the
strategic plan developed by Accenture

On November 23, 1999, Accenture identified ten potential merger and acquisition
candidates as having passed a screening process, induding WellPoint, Highmark, Anthem
and Trigon. % Accenture's candidate criteriawere:

8 | etter dated October 22, 1999, William L. Jewsto Daniel J. Altobello.

8 1d. titled "Causes for Change," CF-0003690.

% CareFird, Inc. Board of Directors Meseting, October 28, 1999, executive session handout at
titled "Preamble," CF-0003689.

1 1d. at 28 — 30, CF-0003739-41

92 CareFirg, Inc. Special Mesting of the Board of Directors, November 23, 1999, handout titled
"CareFirgt Strategy Implications Discussion” at 18, CF-0003796.
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@ hedlth plan: (2) based inthe U.S.; and (3) has aufficent size to make
ameaningful contribution to CareFirdt's business. 3

Accenture's screening criteria were largdy rooted in the assumption for the strategic
plan it had developed relating to enhanced market share, contiguous growth:

@ ability for CareFirgt to drive its own degtiny;

2 dlows CareFirg to maintain its Blue license; and

3 is geogrephicdly contiguous, or has high potentid to lead to
contiguous expansion, or alows deepening of market share. |d.

Accenture prioritized candidates based on rankings on smilar criteria as the
screening criteria

1) contribution to geographic dominance;

(20  platform from which to launch "Next Generation Consumerism?;
(3) opportunities for synergies;

4 “doahility”; and

(5)  stand done éttractiveness. 1d.

In 1999 Strategic Planning Committee identified as an important consderation in
sdecting a partner the levd of control CareFirst would have after a potential merger or
acquistion.

Accenture's report further noted that a merger and acquistion strategy depended
heavily on factors beyond CareFirdt's control such as (1) culturd fit, transaction terms
(financid, control, governance, board seats, management positions, headquarters location,
etc.), state of target's business, and actual amount and achievability of synergies® Based
on its andyds of dl factors, Accenture ranked Trigon ahead of WellPoint and Anthem
recommended that CareFirst initidly begin negotiations with Trigon to determine what
degree of control might result for CareFirst if the two companies combined. ** The Board
accepted and adopted the Strategic Plan as recommended by the Strategic Planning
Committee in consultation with Accenture.*®

11. CareFird's investment bankers, hired to implement the
Accenture Strategy, generally validated Accenture'sfindings and
strategy, advisng CareFirst that the " status quo™ asa nonpr ofit
was not viable.

% |d. at 17, CF-0003795.

% 1d. at 26, CF-0019785.

% CareFird, Inc., Specid Meeting of the Board of Directors Minutes, November 23, 1999, at 1-
3, CF-0003763-65.

% ]d. at CF-0003765.
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In the summer of 2000, CareFirst retained the services of an invesment bank, DLJ,
to assist the company in achieving its strategic goals. ®” DLJ was purchased by Credit Suisse
Firg Boston (“CSFB”) soon after it began working with CareFirst, and CSFB continued the
engagement. While DLJ did review the strategic objectives established by Accenture, and
generdly vaidated them,®® its role was to assist CareFirdt's efort to find a strategic partner
based on the strategy that had already been adopted. As Mr. Stuart Smith of CSFB put it,
by the time CSFB was hired, Smith believed that "[CSFB's|] role largely rested with the
execution of [the] strategy once the company determined change was in order..."(emphasis
added).”® This makes clear that by this time CareFirst had reached a decision that the "status
guo” was not an acceptable dternaive and some type of merger or acquisition was in order.

Notwithstanding this genera understanding that the retention of the investment
bankers sgnded that a threshold decision to seek a merger or acquisition had been made,
CSFB did devote some time to revigting Accenture's drategy. In the same vein, CSFB
presented to the Board the following view of the advantages and disadvantages of
"continuing with the current corporate structure;*®°

Advantages
No action required
Avoid probability of sgnificant mediaand political scrutiny

Disadvantages

Limited access to capitd markets

Limited acquisition currency

Limited ability to pursue strategic mergers or acquisitions
Sub-optima positioning for long-term plan growth

Foregoing firs-mover advantage during market consolidation
Vulnerability to larger, better capitalized competitors
Impaired ahility to fund competitive technology improvements

Mr. Altobdlo tedtified regarding this chart that "I think that the option of status quo, as you
can see from the two advantages and half dozen or more disadvantages, was moving down the scale
of value* Notably absent from any analysis done by CSFB, as was the case with the Accenture
andysss, is any mention of the sgnificance of, or "satus' of anything relating to a nonprofit mission
or function. Not listed among the "Advantages' are any benefits to Maryland stakeholders such as
policyholders or the participants in the system resulting from the continuation of CareFirst as a
nonprofit. The only "advantages' identified are nothing more than the avoidance of the possble
conseguences of pursuing a conversion, such as political or media scrutiny.

This apparent bias againg the dtatus quo, is not surprising given that CSFB's role was to
facilitate a drategic combination. CSFB's andyds was more confirmatory than explanatory. That

9 Qupplement to Amended Form A Statement Regarding the Acquisition of Control of or Merger
with a Domegtic Insurer filed with the Department of Insurance and Securities Regulation and the
Office of Corporation Counsel of the Digtrict of Columbia on January 11, 2002, at 4. Testimony of
Stuart F. Smith, March 13, 2002, a 481 - 486. This testimony Is important in determining the
negotiations that CareFirst had with various merger partners.

% Tegtimony of Stuart F. Smith, March 13, 2002, at 509 — 513.

% |d. at 481.

100 Exhibit 6, December 4, 2000, “Project Chesapeake’ presentation by CSFB to CareFirst

Board of Directors, at 13.

101 Tegimony of Danid Altobello, March 11, 2002, at 243.
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this is so is confirmed by the fact that by the time this presentation was made to the Strategic
Planning Committee, the Committee had aready begun to narrow consideration of potentia merger
partners to Trigon and Highmark, the former afor-profit and the latter a nonprofit.

12. CSFB generally validated Accenture€'s conclusion that CareFirst
lacked access to capital, but with some modifications.

After being retained by CareFirst, CSFB did not conduct an exhaugtive independent review
of Accenture's estimates of CareFird’'s capital needs, dthough it generaly "vdidated" them. It did
take into account CareFirgt's debt capacity and other factors such as spending underway and came
to ashortfdl of $354 - $594 million. Thiswas st out in the following chart given to the Board.

Caplnd Sousrced;

2002007 2200 Bneaa bl Additional
TapEx Pefquiraments ncramans] Fros Caal Flows Dabot Capachy Fundirg Hehde
sCammerce 230550
Mewr Produces Pr-230
Informanbon Mansigsinl B3-120 Change in Cash 332
Mexgers B 9\ Less: Regquined Cagitad 1) (LEZ) '9 5175 9 FI5 - £
“Toaal 1,0R0-1,370 ircremenial Free Cash L §|
Less: Forecoet CapEa I3
fiwcreemental ClapEa $5d0-51,140

DLJ "Presentation to Project Chesapeake,” at 10, July 27, 2000; dso Exhibit #5, March 2002
Hearing. As will be discussed in more detail later, the bulk of the shortfdl related to spending on
mergers.

13. CSFB identified arange of potential partnersin 2000, but Trigon
istheleading candidate.

In the summer of 2000, CSFB aso began to rank potentia partners for CareFirst. In a report
presented at the July 11, 2000, meding of the Strategic Planning Committee, CSFB evauated
thirteen potential srategic partners on eeven evauation criteria weighted according to importance.
192 The criteria, induding the percentage weight assigned to each, were: geographic proximity
(25%), access to capital (15%), deal doability (15%), BCBS licensee (10%), Sze (10%), control
(10%), market penetration (5%), information technology (2.5%), membership qudity (2.5%),
customer preference (2.5%), and network qudity (2.5%).1°  Trigon outscored WelPoint on
geographic  proximity, deal dodbility, membership qudity, customer preference, and network
qudity.*** WellPoint outscored Trigon only on size and information technology. Id.

Based on these criteria, Trigon ranked firg with a score of 2.78, with Highmark and MAMS|
tied for second and third with a score of 2.20, and WellPoint and Kaiser tied for fourth and fifth at

102 CareFird, Inc. Strategic Planning and Finance Committee Mesting, July 11, 2000, at handout
titled "Project Chesapeake" at 2, CF-0004824.

103 1d. at CF-0004823.

104 1d. at CF-0004822.
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2.08, on a scale with 1.0 as the worst possible score and 3.0 as the best possible score.’®® CSFB
concluded that "Trigon represents the Company's best current strategic aternative.®® While one
member of the committee raised questions about the "do-ability” of a Trigon merger and CSFB
agreed to explore the issue at the next committee meeting™®’ the Strategic Planning Committee
reached a "generd consensus that a merger with Trigon, smultaneous with conversion is the optima
recommendation from a strategic perspective."%®

In a report presented a the July 27, 2000, meeting of the Strategic Planning Committee,
CSFB had broadened its conclusion to state that "a combination with Trigon or Highmark represents
the Company's best current srategic dternative” ' CSFB's July 27, 2000, report noted: "The
window of opportunity [for a merger with Trigon] may be very limited given Trigon's public
gatements thet it intends to undertake a srategic transaction,” whereas on July 11, 2000, Trigon and
Highmark had been rated equally on "do-ability."*'°® The Strategic Planning Committee concluded
that ether dfiliation scenario (CareFirst-Trigon or CareFirs-Highmark) would largdy result in
achievement of CareFirst's long-term srategic goads and recommended further discussons with both
companies. '** On July 27, 2000, the boards of directors instructed management, through the CEO
to continue discussions with bath Trigon and Highmark. '

In September of 2000, CareFirst and Trigon Sgned a confidentidity agreement in connection
with the "consideration of a possible transaction”.*** During the fall of 2000, substantia efforts were
undertaken by CareFirst and Trigon staff to explore the feasibility and advantages of a business
combination. A preliminary report on a combination of CareFirst and Trigon sets forth numerous
"gynergies’ to be obtained form the ded:

- Incremental market share growth
- Incrementa hospita discounts

- Lower physician fee schedule

- Adminigrative cost savings

- Broker commisson savings'**

The study also set out other "non-unique’ synergies that have been created in other similar
combinations. The report estimates five-year savings of $193 million from unique synergies and
$165 million in nonunique synergies.

The focus on Trigon continued in late 2000 as set forth in the following chronology
developed by Jay Angoff from the minutes of the Strategic Planning Committee:

105 CareFird, Inc. Strategic Planning and Finance Committee Mesting, July 11, 2000, at handout
titled " Project Chesapeake" at 2, CF-0004824.

106 1d., at 25, CF-0004826.

07 1d. at 1, CF-0004792.

108 1d, at 1 — 2, CF-0004792-93.

109 CareFirdt, Inc. Strategic Planning and Finance Committee Mesting, July 27, 2000, at handout
titled " Project Chesapeake" at 3, CF-0004860.

110 CF-0004883, 1d. at 26.

11 CF-0004849, Id. at 2 of minutes.

112 CF-0004206 - CF-0004210, CareFirgt, Inc. Board of Director Megting Minutes, July 27,

2000, at 1-5.

113 T0026 — T0029 A copy of this agreement was furnished by Trigon representatives in response
to aMIA subpoena, but has not been marked as an exhibit.

14 October 2000 “Business Case Discussion,” Exhibit 115 to August 19, 2002, deposition of
Timothy P. Nolana T0227.
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October 26, 2000, Strategic Planning Committee M eetingﬁ

() DLJ reports that a Trigon dedl is more compelling than one with Highmark due to
unigue marketing synergies achievable in the Route 123 Corridor. DLJ assures the
committee that Trigon would be a strong source of capitd. Mr. Jews reports that the
man congderations in a Trigon ded would be headquarters location, job
preservation and continuation of aloca presence.

() Minutes state that "in addition to the aforementioned another key consideration in
a Trigon transaction would be Foundation size."

() Committee agrees that CareFirst should continue to pursue the Trigon and Highmark

possihilities.
November 21, 2000, Strategic Planning Committee M eeting:

() CSFB, which has acquired DLJ, reports that there is didogue with multiple plans but
that it is preparing a data room for preiminary due diligence by Trigon.

December 3, 2000, Board Meeting:
() CSFB recommends continued congderation of Trigon as the primary partnership
candidate but that the analysis aso be widened to include WellPoint and Anthem.

December 4, 2000, Board M eeting:

() CSFB presents the criteria used in assessing potentia candidates, primary criteria are
geographic proximity and substantia sze. Trigon scores better than WellPoint in
thisandyss'?®

14. Highmark, and later Anthem, the only not-for-profits to receive
consideration as a potential merger partner, were ruled out
because they had not converted to for-profit status.

As described in more detall below, the Board did initidly consgder Highmark, a large
Pennsylvania nonprofit Blue CrosyBlue Shield plan as a potentid merger candidate. However, at
the October 2000 SPC meeting, DLJ reported that a ded with Trigon is more "compeling” than
Highmark due to unique marketing synergies in the Route 123 corridors in Virginia**® This
recommendation was made, even though Highmak, a nonprofit, had roughly ten times the
membership as Trigon, had reserves of $2.2 hillion compared to Trigon's $937 million, and revenue
of $8.2 hillion compared to Trigon's $3.3hbillion.*” DLJs analysis showed a combined
Highr?gk/CareFirs entity was larger in dl key measurements than a combined Trigon/CareFirst
entity.

Materia provided to the MIA indicate the Boards decision to exclude Highmark as a merger
partner was based on the fdlowing: (1) a Highmark affiliation would provide only limited access
to capital markets;, (2) a Highmark efiliation would provide virtually no acquisition currency; (3)
the complicated exiding governance and management structure of Highmark would be further

115 “The Due Diligence Exercised by CareFirgt, Inc. in Deciding to Convert to For-Profit Status and
to be Acquired by WedlPoint Hedth Networks, Inc.”, Roger G. Brown & Associates, January 10,
2003, (the “Brown Due Diligence Report”) at 70 — 71.

116 CF-0004900, William L. Jews Deposition Exhibit 127-- CareFirdt, Inc., SPC Megting

Minutes, October 26, 2000.

17 CareFird, Inc. SPC Meeting Minutes, October 26, 2000, at CSFB " Executive Summary”

handout, CF-0004987.

118 1d. at CF-0004988.
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exacerbated by an dffiliaion with CareFirst; (4) there would be limited ability to effectuate
effidendies through systems integration with Highmark; and (5) the complicated sructure resulting
from aHighmark affiliation would make further strategic moves virtudly impossible. *+°

In an October 26, 2000, Presentation by the Strategic Planning Committee, CSFB did not
rule out Highmark, sating:

As a next step, DLJ would suggest that CareFirst begin to anayze the deeper
impact of a transaction with Trigon or an affiliation with Highmark, as each
level of the organizationd structure faces its own set of integration issues.

David Walf, however, favored Trigon in his own presentation to the Strategic Planning
Committee, where he presented the following "Conclusions.”

() Both dterndives represent a dgnificant growth opportunity for CFI, aligned with
long-term strategic gods (revenue, membership, capita)

() A partnership with Trigon creates sgnificantly greater marketing synergies across
the "123 corrido" than does an dfiliaion with Highmark (gpproximately $56 million
inthefird three ]years)

() Complexity of multijurisdictiona rue under Highmark affilistion scenario
sgnificantly complicates any subsequent transaction: multiple gpprovals required

() Additiondly, multi-jurisdictional rue under Highmark scenario ggnificantly restricts
ability to access and deploy capital, as wel as remain nimble in an increasngly
competitive marketplace

() In contract, access to capitd and flexibility in its deployment are much less
complicated in a Trigon scenario

() CFlI's rdaivdy smdler scae could limit gbility to influence company direction in
an dfiliation with Highmark: the scales are more evenly balanced in a partnership
with Trigon.*?°

Mr. Jews stated that Highmark and Anthem were dropped from consderation fairly early in
the process, and were not sent formal bid solicitation letters because, unlike WellPoint and Trigon,
they were not for-profit companies and, therefore, were not good strategic fits with CareFirst, which
wanted to convert to for-profit in order to have better access to the capita markets. *2* Mr. Wolf
tedtified that Highmark's nonprofit status would make it difficult to deploy capital across date lines
due to regulatory requirements.*??> However, he could cite no legd or other andysis to support this
impresson. The basis for this concern is unclear in light of the fact that CareFirst has touted the
successes of its afiliations between Maryland, D.C., and Delaware and the efficiencies that have
resulted. With respect to Anthem, when asked whether Anthem could have provided sufficient
capital to CareFirgt, Mr. Jews replied "it's not about the money, it was about conversion and the

money".%

119 qupplement to Amended Form A Statement Regarding the Acquisition of Control of or
Merger with a Domestic Insurer filed with the Department of Insurance and Securities
Regulation and the Office of Corporation Counsel of the Digtrict of Columbia on January 11,
2002, a 4-5. CF-0012311 - CF-0012312, pre-filed written testimony of Daniel J. Altobello,
March 6, 2002, at 4-5.

120 October 19, 2000, Memorandum from David Wolf to the Strategic Planning Committee a 5.
121 Deposition of William L. Jews, September 6, 2002, at 146 — 149.

122 Deposition of David D. Wolf, September 19, 2002, at 36 — 37.

123 1d. at 148.
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15. CSFB recommended expanding the field in December of 2000 to
include congderation of WellPoint and Anthem.

As noted in the above referenced chronology, the Board of Directors met in early December
2000, and received an extensive presentation by CSFB. At the Strategic Planning Committee's and
boards December 3-4, 2000, meetings, CSFB presented a report analyzing the advantages and
disadvantages of the Company's various strategic options.*** Options considered included keeping
the status quo, conversion fdlowed by an PO, forming a strategic dliance, or merging.'* Based
on CSFB's recommendation and meetings with Highmark, the Boards decided that an affiliation with
Highmark was not in the best interest of the CareFirst companies because it would not further the
Boards strategic goas/imperatives!*® The Boards decision was based on the following: (1) a
Highmark éfiliation would provide only limited access to capitd markets, (2) a Highmark
dfiliation would provide virtualy no acquisition currency; (3) the complicated existing governance
and management sructure of Highmark would be further exacerbated by an dfiliaion with
CareFirdt; (4) there would be limited ability to effectuate efficiencies through systems integration
with Highmark; and (5) the complicated structure resulting from a Highmark affiliation would make
further drategic moves virtualy impossible?” CSFB advised that without underteking a
converson, CareFirst's capitad sources were limited to interndly generated free cash flow and
externd debt finandng. 1d. In evduating 13 potentid partners, CSFB identified only Trigon,
MAMSI, WdlPoint, and Coventry as having high access to capitd, whereas Highmark had medium
access to capital and Anthem had low access to capitd.*?®* CSFB recommended that WellPoint and
Anthem be added to the lig of potentid partners, that Trigon be retained on the list, and that
Highmark be dropped to a secondary candidate.*®® Trigon was the potential strategic partner ranked
highest by CSFB and seemed by far the best fit for CareFirst.™*® The Boards requested that CSFB
shift the Ig)lws of its andyss to potentiad conversons and acquistions by ether Trigon or
WellPoint.

124 CF-0012311 - CF-0012312, Pre-filed written testimony of Daniel J. Altobello, March 6,
2002, at 4-5; CF-0004425, William L. Jews Deposition Exhibit 129, CareFirst, Inc. Annua
Planning Session of the Directors Meeting Minutes, December 4, 2000, at 4; William L. Jews
Deposition Exhibit 130, CSFB presentation to CareFirdt, Inc., Board of Directorstitled A Project
Chesapeake, December 4, 2000.

125 Tegtimony of Daniel J. Altobello, March 11, 2002, at 236:11-242:21. CF-0004646 - CF-
0004650, William L. Jews Deposition Exhibit 130, CSFB presentation to CareFirst, Inc. Board
of Directorstitled A Project Chesapeake, December 4, 2000, at 10-14.

126 CF-0012311-12, pre-filed written testimony of Daniel J. Altobello, March 6, 2002, at 4-5.
127 qupplement to Amended Form A Statement Regarding the Acquisition of Control of or
Merger with a Domestic Insurer filed with the Department of Insurance and Securities
Regulation and the Office of Corporation Counsel of the Digtrict of Columbia on January 11,
2002, a 4-5. CF-0012311 - CF-0012312, pre-filed written testimony of Daniel J. Altobello,
March 6, 2002, at 4-5.

128 William L. Jews Deposition Exhibit 130, CSFB presentation to CareFirst, Inc. Board of
Directorstitled “ A Project Chesapeake,” December 4, 2000, at 22, CF-0004658.

129 William L. Jews Deposition Exhibit 129, CareFirgt, Inc. Annua Planning Session of the
Directors Meeting Minutes, December 4, 2000, at 4, CF-0004425.

130 Deposition of William L. Jews, September 6, 2002, at 93 - 95, CF-0019819; William L. Jews
Deposition Exhibit 130, CSFB presentation to CareFirst, Inc. Board of Directorstitled “Project
Chesapeake’, December 4, 2000, at 22, CF-0004658.

131 Prefiled written testimony of Danid J. Altobello, March 6, 2002, at 5, CF-0004658.
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In fact, Anthem was corresponding with CareFirst and meking overtures for a potential
dfiligtion. Mr. Jews and Mr. Glasscock met in late November about the strategic options CareFirst
was exploring.”*? Glasscock expressed his interest in being incdluded in CareFirst's "process’. They
met again in late December to discuss a potential affiliation.**®*  Mr. Glasscock followed up with a
letter in early January suggedting further medtings. 1d. Mr. Jews discounted the initial seriousness
of Anthem, testifying that "I don’t think Anthem suggested they wanted to talk deals. | believe they
wanted to talk about the opportunity to express their strategy.™* Anthem wrote again in early
January expressng continued interest in being included in the bidding and selectMarch 4, 2003ion
process. Mr. Jews also met with both Mr. Schaeffer and Mr. Snead during January.

16.  Anthemwas considered excluded from the selection processearly
on at therecommendation

On January 22, 2001, the Strategic Planning Committee met again. The minutes of that
meeting describe Mr. Jews summary of the process to date. These minutes indicate that:

further development of the business case narrowed the field to Trigon
and WelPaint, two plans that the Board acknowledged as being the
most vidble partners during the December's Year 2000 annual
meeting. Mr. Jews reported that multiple conversons [conversation]
and medtings between himself and the principles have occurred, and
that prdiminary outlines of an agreement have been reached with
both Trigon and WellPoint.

Notably, the minutes suggest that while CSFB recommended incluson of Anthem in
December 2000, the main focus was on WellPoint and Trigon, even though there were discussions
and correspondence from Anthem. The minutes reflect that Mr. Jews did not mention the meetings
with and letters from Anthem. The key factors for deciding between Trigon and WellPoint were,
according to Mr. Jews dtatements to the Strategic Planning Committee, total economic vaue and
"do-ability."** In its presentation, CSFB listed other factors such as governance, long-term strategy
and gods, and the overall business case as well.**

A pointed letter was sent to Mr. Jews in early February by Mr. Glasscock expressing his
enthusasm for a possible ded, and outlining Anthem’s financid strength ($226 miillion in earnings
in 2000; $1.9 hillion in GAAP equity year end 2000)."*”  Mr. Glasscock highlighted Anthem's
dfiliation track record, and its announced to plan to demutudize, which Glasscock believed would
occur before CareFirst's conversion. On February 13, 2001, Mr. Jews responded to Glasscock "upon
recommendation from CSFB."*®  Mr. Jews letter politdly rebuffed Anthem’'s overtures on the
following grounds:

There was no condstency between Anthem's "current purchase
drategy” and the ways CareFirst was operated. - Any

132 William L. Jews Deposition Exhibit 131, December 7, 2000, Glasscock |etter to Jews.

133 William L. Jews Deposition Exhibit 132 at 99, January 3, 2001, Glasscock |etter to Jews.

134 Depogtion of William L. Jews, September 6, 2002, at 103.

135 CF-0005713, William L. Jews Deposition Exhibit 133, CareFirst Inc. Strategic Planning
Committee Meeting, January 22, 2001, at 1.

1% CF-0005713, William L. Jews Deposition Exhibit 133, CareFirst Inc. Strategic Planning
Committee Meeting, January 22, 2001.

137 February 5, 2001, letter from Mr. Glasscock to Mr. Jews, Exhibit 134.

138 Exhibit 135.
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demutudization and initid public offering would take too long, and
dthough "you may have current finanda resources, our investment
bankers did not see a transaction with you occurring for some time'.
- It was necessary to complete the current process before "we expand
or change the criteriaand timing we have in place.

'Lrge excluson of Anthem was communicated to the Board's SPC at the February 22, 2001
mesting.

17.  The selection criteria used by CSFB in January 2001 did not
focus as heavily on geographic dominance and control, although
these continued to be considered

The induson of WelPoint among the two findists shifted away from the idea that the
transaction should be part of a contiguous geographic strategy. **° As a result of preiminary
discussion with the bidders, in January 2001, CSFB prepared a side-by-side comparison of Trigon
and WdlPoint on the key transaction issues that had been discussed with the parties. This andysis
suggested that a Trigon partnership would have been superior to a WelPoint partnership in terms
of synergies, potentid resulting competitive threats, potentid eanings growth, benefits to
condituents (seamless provider networks, integrated customer service and sandardization of
medica policy across a large geographic region), the strength of the business case that could be
made to legidaors (due to contiguous nature), directorships, and next merger opportunity.*** The
WdlPoint transaction was described as having "no geographic synergies’ and "no immediate
contiguous growth synergies’.  Under the category "DO-ABILITY™ with legidators, it was viewed
that for the WdlPoint ded, "non-contiguous nature complicates business case” an apparent
recognition that WelPoint diverged from the geographic dominance theory underlying the business
case.

Specific criteria for evaluating ded terms were dso identified. CareFirst believed the criteria
accurately reflected the key issues impacting the company and its condituencies*? These criteria
were:
the price
the form of condderation (cashv/stock),
the exchange ratio, the degree of price protection,
the existence of financia requirements,
the termination provisons,
the representations and warranties,
the definition of materid adverse changes that might void the ded,
the potential post-closing obligations to any charitable foundations,
headquarters location,
the extent of Board representation,
management role and composition; and
the effect on CareFirst associates and subscribers. 1d.

139 Exhibit 137, February 22, 2001 SPC Meeting Minutes, CF-0005756-5757.

140 Tegtimony of Danidl J. Altobello, March 11, 2002, at 249:20-250:14.

141 CF-0005739 - CF-0005741, William L. Jews Deposition Exhibit 133, CareFirst Inc. Strategic
Planning Committee Meeting, January 22, 2001, see attachment titled "Executive Summary” a 4-6;
CF-0005739 to CF-0005741, see dso William L. Jews Deposition Exhibit 137, CareFirst Inc.
Strategic Planning Committee Meeting, February 22, 2001.

142 CF-0012312 - 0012313, Id.

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 47



The Board considered price "absolutdy crucid” but "not soldy determinative.** Besides
price, the "other crucia element” was the Boards commitment not to gpprove a proposed transaction
if it had an adverse impact on the companies associates or its customers.***

Mr. Jews remarked at the mesting that there were no "fatd flaws' in ether proposal. The two
potential partners compared equally with respect to access to public equity and debt markets.
Insufficient information existed at that time to compare the two potentid partners in terms of
redization of economic benefit. The two potentia partners were viewed differently in terms of
headquarters location (Trigon might invalve a move) and management compostion (Jews role).
Id. However, as will be discussed in more detail below, both Trigon's Mr. Snead and CareFirg’'s Mr.
Wolf agree that the headquarters location eventudly became a non-issue below the CEO leve.'*

The sde-by-side comparison at this point did not incdude a proposed purchase price. The
tesimony was that price was not discussed with the bidders until the forma bids came in late
February. There are some indications however, that some guidance was offered to potentid bidders,
even induding Anthem. In his letter of February 5, Mr. Glasscock thanked Mr. Jews for receiving
"guidance on your timing and valuation objectives’.**® (Emphasis added.) Glasscock indicated his
belief he could satidfy these "objectives,” noting that in the past Anthem had moved quickly in other
deds to "pay ful and far prices to the stakeholders of our acquired businesses." This suggests that
more discussons were held about price than the participants admitted to, but that could not be
confirmed.

18. Representation on the Acquirors Board was discussed early in
the processin January 2001.

It is clear that discussions were held about seats on the board of directors of the combined
entity prior to the submission of forma bids. According to a Sde-by-side andysis of offers being
floated, Trigon was offering "three Directors out of a tota of 16" and WellPoint was offering one
out of nine'*’

One disputed fact is whether CareFirst gave board representation priority over price. As
previoudy noted, Accenture's November 23, 1999, report opined that board seats was a factor
dfecting a merger and acquisition strategy that was beyond CareFirst's control.®  Trigon
representatives tedtified that Trigon was prepared to open with an offer of $1.4 billionto $1.5 billion
for CareFirst, but received information from Mr. David Wolf that Trigon could offer less money if
it would offer more Trigon board of director postions to former CareFirst directors.**® Mr. Jews
denies that CareFirst was trading for directors' seats in lieu of an increase in purchase price, but he
admits that he had representatives for CareFirst say to Trigon, "Give me more seats.™® Mr. Wolf

143 1d. at CF-0012312 — 0012313.

144 1d. at CF-0012313.

145 Deposition of Thomas G. Snead, Jr., August 19, 2002, at 70 — 71; Deposition of David D. Wolf,
September 19, 2002, at 85.

146 William L. Jews Deposition Exhibit 134, CF-0006316.

147 Strategic Planning Committee Meeting handout prepared by CSFB entitled “Key Transaction
Issues’ at 6, CF-0005779.

148 CareFirst presentation titled "Strategy Implications Discussion” for Specia Meeting of the Board
of Directors, November 23, 1999, at 26, CF-0019785.

149 Deposition of Thomas G. Snead, Jr., August 19, 2002, at 53 — 59, 84 — 86; Deposition Exhibit
102, February 20, 2001, letter from CSFB to Thomas G. Sneed, Jr.; Deposition of Timothy P. Nolan,
August 19, 2002, at 44 — 49.

150 Deposition of William L. Jews, September 6, 2002, at 20 — 22.
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aso denies that additiona board seats were traded for money.*™ Stuat Smith never heard of
CareFirgt telling Trigon that CareFirst would prefer to see a greater level of board representation as

opposed to a higher price.**?

However, the evidence suggests that Trigon's version of events may be the correct one. In
January 2001, before a forma purchase price offer had been made by the bidders, Trigon was
offering 3 out of 16 seats on the combined Board. When the forma bids came in with a purchase
price, Trigon had increased the number of Board seats to 5 of 17. This fact, coupled with the fact
that Trigon never increased its purchase price and sad it was willing to do so, supports the
posshility that it hdd back on price in return for more Board seats. There is ds0 a possbility that
CareFirst emphasized seats because, as it later admitted, it was going to rely on the regulatory
process to obtain the highest price. Thus, it is understandable that CareFirst would have sought to
maximize these nonprice factors over which the regulators were less likdy to intervene, and alow
the regulator to maximize price. If Trigon were ultimately determined to be the best candidate, this
drategy was designed to maximize benefits without having to engage in difficult trade-offs.

19. The Board receives "formal" legal advice on its duties in
February 2001

In February 2001, CareFird's outside counsd, the firm of Piper, Marbury, Rudnick & Wolfe,
LLP, (“Piper”), provided the only forma written advice to the Strategic Planning Committee on its
duties and responsibilities in connection with the proposed transaction.’®®* Piper advised the
Strategic Planning Committee that “unlike a public company sale, the proposed transaction does not
subject the CareFirst Directors to a duty to meximize price. Rather, the Directors must obtain a fair
price, but can aso consider other non-price factors™** Piper advised the Strategic Planning
Committee that price dearly was a factor, but was not the only factor and that, while they had a duty
utimately under the statute to bring in a transaction that would satisfy the fair vaue tet, it was
appropriate for them, and they should have the responsbility, to consider other constituents such
as policyholders, the public interest, and employees, which they did.™®> Neverthdess, CareFirst
management claims to have sought to maximize the price.**°

20. Formal invitations to bid were extended to WelPoint and Trigon
in February 2001

Pursuant to the request of the Strategic Planning Committee, preliminary due diligence
regarding the Trigon and WdlPoint opportunities was performed during the latter haf of January
2001." In February of 2001, CSFB, on behdf of the boards, distributed a bidding procedures letter
and draft merger agreement to WdlPoint and Trigon, thereby beginning the formd auction/bidding
process. Id. On February 20, 2001, CSFB separately solicited definitive proposals from WellPoint
and Trigon, requesting from each submisson of a proposd, including the price to be offered, no

151 Deposition of David D. Wolf, September 19, 2002, at 107.

152 Deposition of Stuart F. Smith, November 25, 2002, at 212 —213.

153 Exhibit 1 to February 2, 2001, CareFirst Board of Director Minutes; Testimony of R. W. Smith,
Jr., December 17, 2002, at 176 — 178, CF-0005169, CF-0005220 - CF-0005222.

154 William L. Jews Deposition Exhibit 133, CF-0005713, CF-0005719.

155 Tegtimony of R. W. Smith, Jr., March 14, 2002, at 118 — 119.

1% Testimony of William L. Jews, April 30, 2002, at 165; Deposition of David D. Wolf, Sept. 19,
2002, at 129 — 131.

157 Pre-filed written testimony of Daniel J. Altobello, March 6, 2002, a 5, CF-0012312.
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later than February 28, 2001, and reserving the right to negotiate with one or more interested parties
prior to the Signing of a definitive agreement.*®

21. No formal valuation of CareFirst was obtained prior to the
bidding process

Although the Board minutes suggest that in January the Board requested that a
vauation be done prior to the bidding,** it appears no forma vauation by CSFB was prepared until
after "best and find" offers were received in April 2001. Prior to April it appears the Board was told
amply that it should not expect $2 hillion to $2.5 hillion, but rather that a reasonable price would
be "somewhere above $1 hillion,” and that CSFB would provide a fairness opinion to the Board "in
the event a transaction is proposed.™® The only forma vauation done by CSFB during the bidding
process occurred after "best and find" offers were received in April 2001. The valuation range was
based on three methodologies. comparison of selected publicly traded companies, comparison of
selected merger and acquisition transactions, and discounted cash flow andlysis™®* The range usng
a comparison of selected publidy traded companies was $98 million - $1.2 hillion; the range using
a comparison of selected merger and acquisition transactions was $1.28 - $1.45 hillion; the range
using discounted cash flow andysis was $1.26 - $1.55 hillion*®? Prior to April it appeared that the
Board was told simply that it should not expect $2 hillion.*®

22. Initial offersfrom the bidder werereviewed in February

At the February 22, 2001, meding of the Boards, CSFB outlined and presented for
discussion the anticipated terms of the WdlPoint and Trigon offer. 2 A CSFB presentation to the
CareFirst Strategic Planning Committee indicated that with Trigon as a drategic partner, there was
a likdihood of mantaning locd employment levels even while the contiguous nature of the two
companies srengthened the business case, whereas the non-contiguous nature of WellPoint would
complicate the business case.®* As discussed below, the view that Trigon would produce desirable
gynergies changed dramaticdly to the view that a rdationship with Trigon would be problematic,
because of the potentia for job loss.

On March 2, 2001, WelPoint and Trigon each submitted proposals in response to CSFB's
solicitalt(isg)n on behdf of CareFirst, WdlPoint offeing $1.2 hillion and Trigon offering $1.3
billion.

In February 2001, and again in March 2001, CareFirst rebuffed Anthem's attempt to enter
the bidding process, expressing doubt over Anthem's ability to finance a deal, concern that Anthem's
demutudization would not be completed in time, and concern that Anthem's entry would dow down

138 Exhibit 136, February 20, 2001, Adams to Schaeffer soliciting bid, CF-0008528 — CF-0008531,
Exhibit 102, February 2, 2001; CSFB letter to Snead to request bid, CF-0006331 — CF-0006334.
159 Deposition of Stuart Smith November 11, 2002, at 94 - 95.

160 CF-0005174, CareFirdt, Inc. Board of Director Meeting Minutes, February 22, 2001, at 6.

12; CSFB Presentation "Project Chesapeake," April 26, 2001, Page 24; Exhibit 202.

162 1d. at 25.

163 Testimony of Stuart F. Smith, March 13, 2002, at 534.

164 CF-0019828-19830, CSFB presentation to CareFirst, Inc. Board of Directors, February 22,
2001, at 1-3.

165 Depodtion of Stuart F. Smith, November 25, 2002, at 187:22-190:22 at Deposition Exhibit 205
at 4 and 6.

186 Thomas G. Snead, J. Deposition Exhibit 103. William L. Jews Deposition Exhibit 139.
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the process dready underway.’®” Mr. Altobello aso asserts that Anthem was removed because of
the uncertainty over its demutudization, and thet, even when the demutuaization was complete, the
negotiations with Trigon and WdlPoint were too far adong to consder adding another third party
to the mix.*®® However, Mr. Jews admitted that CareFirst's management "would have had the time
necessary" to conduct reciprocal due diligence with Anthem and that Anthem’s excluson was not
caused by concerns that including Anthem would have dowed down the process, but rather that
CareFird just didn't think that Anthem was a good strategic fit.**°

On March 19, 2001, WellPoint increased its offer to $1.25 hillion.'’® As of March 21, 2001,
WEeIPoint's offer was $1.25 hillion and Trigon's offer was $1.3 hillion.*”* On March 23, 2001,
CSFB remarked that "both [Trigon's and WellPoint's] bids were reasonable as it pertains to the total
dollar amount submitted.” CSFB was ingtructed by CareFirs management to seek a higher price
from WdlPoint, and CSFB persuaded WelPoint's representatives to increase its bid by tdling them
that WellPoint was weak on price.*”

23.  Thebiddersweretreated differently

The testimony from WelPoint and Trigon reflected a materid difference in the manner
which the two bidders were treated on the issue of price. WellPoint's investment bankers testified
that they were given specific "guidance" that its price was too low.*”® Trigon officers testified that
not only was Trigon never asked to increase its price, but they were rebuffed when they inquired of
CSFB if Trigon needed to increase its price.*”* Although CareFirst and Trigon dispute that they ever
discouraged Trigon from increasing its price, they admit that they never asked Trigon to increase
its iniid offer.*”™ Indeed, Mr. Wolf admitted that one of CareFirst's goals was to get the price
offered by Trigon and WelPoint as close as possible, to make it easier for CareFirst to choose
between them based on non-monetary factors.!”® Even before offers were formaly solicited from
Trigon and WellPoint, CFSB's worknotes implied discomfort with CareFirdt's strategy:  "If this was
an auction, how do we go about not choosing the highest bidder.™"”

167 William L. Jews Deposition Exhibit 140.

168 Tegtimony of Danid J. Altobello, March 11, 2002, at 250 — 252.

169 Deposition of William L. Jews, September 6, 2002, at 140 — 143.

170 William L. Jews Deposition Exhibit 142.

71 William L. Jews Deposition Exhibit 143, CF-0005795.

172 Deposition of Stuart F. Smith, November 22, 2002, at 104 — 107; Deposition of Stuart F.
Smith, November 25, 2002, at 177 — 178.

173 Tegtimony of Gregory L. Sorenson, December 16, 2002, 143, 160 — 165.

174 Deposition of Thomas G. Snead, Jr., August 19, 2002, at 90, 108 - 109 and Exhibit 107;
Deposition of Timothy P. Nolan, August 19, 2002, at 51 — 52, 57 - 58, 105 - 107, 117 — 118.
17> Depogtion of Stuart F. Smith, November 25, 2002, at 310 - 311; Deposition of William L.
Jaws, September 6, 2002, at 163 - 171, 39 - 45; Deposition of David D. Wolf, September 19,
2002, at 131.

176 Deposition of David D. Wolf, September 19, 2002, at 147.

17 Michadl Muntner hand written Project Chesapeake work note entry for April 12, 2001,
CFSB-0020128, produced by CSFB on December 31, 2002 in a black binder labeled CSFB
19601 - 20346.
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24.  Just prior to the receipt of "best and final" offer from the two
bidders, the respective ranking of the two bidder s changed on key
issues, in some cases with little or no explanation

At the March 23, 2001, meding of the Strategic Planning and Financial Committees, Mr.
Wolf made a presentation on "Key Stakeholder Andyss' in which Trigon and WdlPoint were
compared.'”® The following groups were considered the key stakeholders:

- Regulators and Legidators (citizens Generd)
- Subscribers

- Associates

- Employer Groups

- Wall Street

- Providers

- Broker community

Trigon ranked higher for two groups, Employer Groups, and Regulators and Legislators. On
"Regulators & Legidators (Citizens Generdly)" the ranking was higher because of issues including
foundation price, foundation control, loca presence, jobs, product and ssgment continuity, and local
headquarters. At this point Trigon was offering $1.3 billion while WelPoint was a $1.25 billion,
which would explain the higher rankings on foundation price. Trigon aso ranked higher in terms
of "Employer Groups' because of issues induding product rates, product and segment continuity,
regiond network, product spectrum, and provider choice. The rationale was "RT 123 Corridor
consolidation is opportunity with Trigon™ and "Trigon's condstent pricing practices are viewed
favorably by employers” The presentation noted that "Trigon's contiguous nature will create
additiona goodwill" and that the "WelPoint ded presents potentid Virginia regulatory issues'"

Trigon and WellPoint rated equaly on key issues related to the "Associates’ stakeholder
group, induding "job security”, "benefit continuity”, "loca management”, and "locad headquarters’,
with explanatory rationdes such as "Both committed to substantia local presence” "WLJ postion
will be viewed favorably by associates,” and "Neither party expects benefits to change significantly
with the exception of the introduction of long-term stock options.® In this presentation, WellPoint
was not ranked superior to Trigon for any group.

Mr. Jews presented management's assessment of the potentia partners, in which he seemed
to focus primarily on the fact that "the WelPoint proposal provides a more clear ddineation of
reporting structure and scope of responsihilities™®*  As will be discussed below, this related to the
fact that Jews believed that he should be the CEO of the combined entity if Trigon were to purchase
CareFirdt, a view not shared by the party proposing to pay more than a hillion dollars.*®? The
inability of negotiators for CareFirst and Trigon, which in some cases induded Jews and Snead

178 William L. Jews Deposition Exhibit 143 a 1, CF-0005785; and attachment titled "Key Stake
Holder Analysis,” at 1 — 2, CF-0005800 - CF-0005801.

179 1d., CF-0005800.

180 1d. at 1, CF-0005800.

181 William L. Jews Deposition Exhibit 143 at CF-0005785, CareFirdt, Inc. Strategic Planning
and Finance Committees Specia Meeting Minutes, March 23, 2001.

182 Deposition of William L. Jews, September 9, 2002, at 389; Deposition of Tom Snead at 46 -
50.
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persondly, to reach mutua agreement on Jews role in a Trigon/CareFirst was a factor in Trigon's
bid being rgected.’®®

On April 24, 2001, two days before the next meeting of the Strategic Planning Committee,
WelPoint increased its offer to $1.3 hillion,*®* and CSFB’S Suart Smith opined on the results of
what he termed the "best and find" bidding process."*%°

On April 26, 2001, the Strategic Planning Committee made a presentation to the Board on
the "best and finds' which agan incduded Mr. Jews presentation of a "Key Stakeholder
Andysis'8 However, for reasons which are not set forth in the Board materials, the relative
rankings were reversed on several key measurements.

Without explanation, WellPoint was now ranked higher on "Regulators & Legidators,” *8’
one of two measurements on which Trigon had been ranked higher one month earlier. The other
ranking on which Trigon was superior in March, "Employer Groups' now did not appear at al. In
addition, WdlPoint was now ranked superior to Trigon for "Associates' when they had been even
before. Id. A new page of comparisons was added, entitled “Baancing Critical Ded points” These
Ded points and the rankings are set out below:

"Badancing Critical Ded Points'

WellPaint Trigon

Job Retention +

Geographic Presence +

Expanson Capability +

Disruption Minimized +

Reputation of the Partner-Neutral + +
Economies of Scale +
Foundation of Obligation/Closes

Service Gaps + +
Doahility +

On this presentation WellPoint ranked ahead of Trigon in five of seven categories.

Mr. Jews explanation was that the change in the ranking "reflects the evolution of what
happened in conversations and summary information in that one month period.'® Based on Trigon's
losng effort to top a bid WellPoint made to buy the Cerulean plan in November of 2000, Jews
believed that " they had a history of exiting a busness plan, or at least an opportunity they had in
Georgia” 1d. CareFirst became concerned that Trigon might not stay in the process for the
extended regulatory gpprovas that would be required. He described them as "inexperienced.” Jews
adso emphasized his view that Trigon might cut jobs because of economies of scae and synergies
based on geographic proximity.'8°

183 William L. Jews Deposition Exhibit 143, CareFirst, Inc. Strategic Planning and Finance
Committees Specia Meeting Minutes, March 23, 2001at CF-0005797.

184 |d. at Exhibit 144.

185 Deposition of Stuart F. Smith, November 25, 2002, at 217 - 224.

186 William L. Jews Deposition Exhibit 145, CareFirst Board of Director Megting Minutes and
Executive Session at 5— 7, CF-0005238 - CF-0005330.

187 1d. at 5-6, CF-0005328 — CF0005329.

188 Deposition of William L. Jews, September 6, 2002, at 218.

189 1d. at 214 - 217. Thistestimony isimportant in understanding the proposed merger and
conversion from CareFirst's perspective.
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25. Management estimates significant job losses in dealing with
Trigon.

According to Board minutes, it was at the meeting of the Strategic Planning Commiittee in
April 2001, that Mr. Jews told the Board that Trigon, despite a commitment not to cut employment,
would cut up to 2,000 jobs if the plans combined.*® This conclusion was not based upon any forma
andysis but rather "just extrapolated” based on his experience.®®* The view expressed by Mr. Jews
and Stuart Smith of CSFB was that Wall Street would "demand” job cuts because of the close
proximity of the two plans’®? Mr. Jews testified that certain legidators had told him that job cuts,
particularly in an dection year, would be unacceptable, and Mr. Jews believed the legidaure would
most certainly involve themsdlves in the conversion process.’®*  Mr. Altobello asserts that CareFirst
had a duty not to cut employment.***

Most importartly, this sudden and dramatic estimate of job loss was a odds with al prior
andyss done by CSFB, which never cited the loss of jobs as an issue and which consstently ranked
Trigon ahead of WdlPoint. Stuart Smith conceded thet it was not news in March that the plans were
contiguous, a factor which Jews believed was suddenly a negative when, for months, contiguity had
not only been an advantage but a core dement of the srategic plan.’®® Mr. Jews estimate was at
odds with his point person on the ded, Mr. Wolf, who had led the due diligence team from CareFirst
and who tediified that he and the staff of CareFirdt, in anadyzing a Trigon-CareFirst combination,
did not estimate any job loss. As late as October 25, 2001, CareFirst's Mr. Wolf indicated that
Trigon's loca presence proposal was superior to WellPoint's!*®  On the same date, CSFB advised
CareFirg that it did not anticipate any reduction in employment levels as the result of a Trigon ded
and ranked Trigon superior to WellPoint on that issue.**’

The record suggests that a sgnificant breach of trust had occurred between Mr. Jews and Mr.
Snead, and in fact this, rather than some of the factors discussed above such as jobs or headquarters
drove the decison to place a priority on a ded with WellPoint. Mr. Jews testified that because Mr.
Snead had "reneged” on Snead's origind offer to move the headquarters of the combined entity to
Maryland. Mr. Jews had told the Board about the new headquarters and had to retract the news.**®
Mr. Jews sad he was embarrassed by this. Mr. Jews described Mr. Snead as having "lied" to him.
Mr. Jews dso expressed anger over Trigon's bid for Cerulean in November 2000 while Trigon was
a0 in discussons with CareFirst. As Mr. Jews described, "he sad he didn't have a deal going on,
he was concentrating on me, when he was bidding on Cerulean.®°

In any event, by April 12, 2001, Mr. Jews apparent preferenceis clear to CSFB. Thelr notes
sate: “CareFirst Conference Call - Bill isleaning towards a Pacific [WdlPoint] deal. . . Stuart

190 SPC Minutes, April 26, 2001, CF-0005806.

191 1d. at 226 — 227 and Deposition Exhibit 146 at 1; Deposition of Stuart F. Smith, at 191 - 192,
198.

192 Depodition of David D. Wolf, September 19, 2002, at 47 - 54; Deposition of William L.
Jaws, September 6, 2002, at 519 - 160; Deposition of Stuart F. Smith, at 200 - 201.

193 Deposition of William L. Jews, September 6, 2002, at 226 — 227, CF-0005806.

19 Tegimony of Danidl J. Altobello, March 11, 2002, at 265:10-14; Deposition of Stuart F.
Smith, November 25, 2002, at 191 — 192, 198, and Exhibit 146.

195 Deposition of Stuart F. Smith, November 25, 2002, at 190.

1% Deposition of David D. Wolf, September 19, 2002, at 88, and Exhibit 158.

197 Deposition of Stuart F. Smith, November 25, 2002, at 339 - 345; David D. Wolf Deposition
Exhibit 158 at 4.

198 1d. at 274 — 275.

199 1d. at 233.
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has lowered Atlantic’s [Trigon's] expectations on timing in order to keep them warm.”? At this
point, though, Trigon's was Hill the higher price offer.

26. In April 2001, the Board selects WellPoint as the preferred
partner and orders the negotiation of " Definitive Merger
Agreement.”

At the April 26, 2001, Strategic Planning Committee Meeting, CSFB's Stuart Smith opined
that WelPoint's proposal was “clearly superior,”* and on that same date he resummarized for the
Board the key proposed terms of the WdlPoint transaction and provided an overview of WdlPoint
as a company.?®? CSFB focused on the differences in the financia aspects of the ded, noting that
WdIPoint was guaranteeing the purchase price with a note if for some reason the vaue of WellPoint
stock fell below a minimum price®®® This "downside protection” which Stuart Smith described as
very important, was not being offered by Trigon at that time. Id. It is dso true, as Mr. Smith
testified, thet a bidder that could guarantee the purchase price would be more desirable than one that
could nat, al other things being equal .2%*

Indl CSFB ranked Trigon's bid inferior based on the following reasons:

- Trigon wants the ability to replace some of the cash portion of the purchase

price with notes;
- Trigon wants to reduce purchase price if stock fdls below a certain floor,

while WdlPoint guarantees the purchase price even if its stock falls below

acertain floor;
- Trigon imposes finandd performance criteria and WellPoint does

not;
- Trigon's plan could lead to the loss of as many as 2000 jobs and WelPoint

has made assurances of no job losses;

- Trigon's proposal for management structure is not as workable as WellPoint's
proposal;
- There are d9gns Trigon has a diminished commitment to a locd
presence.

At the April 26, 2001, Board meeting, the Board adopted a resolution selecting WellPoint
as the preferred bidder which provided as follows:

RESOLVED, that the Board authorizes management to enter into a
due diligence and contract negotiation process with WellPoint Health
Sysem [dc], with the god of producing a Definitive Merger
Agreement and to do such without diminating consideration for a
potentia transaction with Trigon.?%®

200 Michael Muntner’s hand written Project Chesapeake worknote entry for April 12, 2001, at
CSFB-0020196.

201 Depodition of Stuart F. Smith, November 25, 2002, at 217:13-224:4; William L. Jews
Deposition Exhibit 146 at CF-0005806.

202 CareFirst, Inc. Board of Directors Meeting Minutes, April 26, 2001, CF-0005238.

203 Deposition of Stuart F. Smith, November 25, 2002, at 217 — 224.

204 Deposition of Stuart F. Smith, November 22, 2002, at 130 — 133.

2SMinutes of the Board of directors, October 26, 2001, &t 6.
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27. Negotiations continued after Best and Final Offersin April

Although the Board issued a Directive to negotiate a deal with WellPoint, management and
CSFB continued to negotiate between bidders, and in fact largely focused discusson on Trigon
rather than WdlPoint. The following chronology prepared by Jay Angoff illustrates this point:

June5, 2001, Trigon Summary of Key Business Terms:
() Tr| gon sets out the terms of its proposed dedl, which include the following:
60% cash and 40% stock;
Trigon iswilling to relocate its heedquarters,
- five members of the CareFirst Board of Directors will be
gppointed to the combined company’s Board;
- termination provisons to be discussed;
- Jews as Charman of the Board and CEO of the CareFirst
Companies with Snead as overal CEO;
- no anticipation of substantial employee dislocation. 26

June 12, 2001, Trigon Letter to CareFirst:

() Nolan tdls Wolf that Trigon is working on a letter on the "business’ issues but
that Trigon would like to have a better underganding of the "social” issues
before responding in writing because they do not want to "miss the mark on
the best way to resolve dl of the outstanding issues.”

June 22, 2001, Trigon Letter to CareFirst:

() Snead writes Jaws and attaches a "Summary of Key Business Terms' that
detalls terms of his proposed ded. He explains that those terms are the result
of guidance received from CareFirst and its advisors. He states that Trigon
has been guided "towards an express goa of maximizing price" and towards
conddering non-price issues such as Board seats, personnd integration and
operating locations. He responds to concerns he understands Trigon has as
follows

- Trigon is willing to accept "more traditiond MAC language"
if the parties can agree on an interim operating arrangement;

- Trigon proposes an interim operating arrangement pursuant to
which it would jointly make decisons with CareFirst on issues
outsde the ordinary course of business, including materia
changes in operations, acquidtions, and new business
ventures.

- Trigon does not expect reductions in employment levels,

- the emergency finandng mechanism of a Trigon note is
designed only as a back-up, with disincentives for Trigon to
issue the note and incentives for it to be paid quickly.

June 26, 2001, Trigon L etter to CareFirst
() Snead tells Jews that the CEO's getting together is the best way to resolve the
open issues. He dso makes the following proposas:.

206 “The Due Diligence Exercised by CareFirgt, Inc. in Deciding to Convert to For-Profit Status
and to be Acquired by WellPoint Hedlth Networks, Inc.”, Roger G. Brown & Associates,
January 10, 2003, (the “Brown Due Diligence Report”) a 70 — 71.
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- Jaws would be Chairman of the Board and head of drategic
development, and would run the day-to-day operations of the
Maryland, Delaware, D.C. and Northern VirginialDC corridor
markets. Snead and Jews would be "operating partners’ with each
reporting to the Board of Directors,

- Snead and Jews would be responsble for creating and filling the new
management structure;

- having the corporate headquarters in Richmond is the best dternative
but Trigon congders this open for discusson.

July 19 2001, Trigon Letter to CareFirst:

In response to Jewsss [sic] request, Snead proposes the following roles
for Jews in the new company:

- respongbility for the management of the Board of Directors,

- development of corporate strategy;

- with Snead, would condtitute the Executive Management Team and
create and fill the management sructure;

- would continue as CEO of the current CareFirst territories and likely
alarger portion of Northern Virginia

July 25, 2001, Strategic Plannlngf Committee M eeting:

() CSFB reports that the WelPoint and Trigon proposals are similar as to price,
congderation, stock floor, financid requirements and headquarters. WellPoint
iS superior on exchange ratio, termination provisions and management
dructure.  Trigon is superior on Board representation and commitment to
associates.  Jews reports that there is no clear resolution to the negotiations
with WdlPoint on associate benefits. Altobello chdlenges the management

structure proposed by Trigon.

July 25-26, 2001, Board Meetlng

() CSFB dates that the WalPoint proposal’'s main negative is its impact on
CareFirst associates, while Trigon's is its proposed organizationd dructure.
The minutes state that management and the Board bdieve that an adverse
impact on associates is not acceptable.

August 23, 2001, Strategic Planning Committee M eeting:

() Wolf reports that Trigon maintains a strong interest in a dedl and has been
conducting its due diligence. He says tha many synergies have been
identified, that Trigon has reiterated its commitment to associates, and that
work levds could be maintained in a deal with Trigon for the same reasons
that CareFirgt could maintain the work force in its prior affiliations.

[ Jaws reports that indemnification and associate benefits could be deal
breskers with WellPoint.

[ Naftay remarks that Trigon appears to be the best candidate; Jews
cautions that Trigon's commitments would have to be made in writing
before afina decison.

[ Committee agrees to refine the agreement with Trigon and maintain
adiadogue with WdlPoint.

September 7, 2001, Trigon and Car eFirst Meeting:

() Nolan and Wolf discuss a partnership framework. Trigon's summary prepared
indicates that change of control and severance terms are discussed and that
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executives offered a postion with the new company will receive new
contracts intended to provide an incentive for them to stay. It also indicates
that the merger incentive bonuses are discussed and notes the following:

- Trigon is concerned that the current form of merger incentives
will not be sdeable to regulators, politicians, the public or the
public markets,

- If stay bonuses are applied they should be performance based
and not incentive based;

- transaction incentives should gpply to only those driving the
transaction;

- an incentive to close a deal under any circumstances, rather
than to preserve vaue between signing and closing, conflicts
with future shareholders interests;

- Trigon anticipates establishing incentive sructures after the
merger is complete,

September 25, 2001, Strategic Planning Committee Meeting

() CSFB reports that the Trigon and WdlPoint proposas are largely unchanged
snce Augud, and that the key issue for Trigon is management sructure,
whereas the key issues for WdlPoint are associate benefits and tax
indemnification.

October 16, 2001, Trigon Letter to CareFirst:
() Snead writes Jews that in light of information received on June
22 Trigon isimproving its offer in the following wi

price of $1.3 hillion with 40% stock 60% cash with no financing
contingencies and no wak away. Trigon takes the risk of up to a 22%
dedine in stock vaue, below which the companies would "share the
plan” of the decling
- more specific terms on interim operations,
- 5% break-up fee.

[ Snead attaches a revised Key Busness Terms
summary and revised Definitive Agreement. He says
he would like to discuss ways to best gain support for
a ded before entering in agreement. He aso says he
will defer to CareFirst regarding vidits, but attaches a
lig of persons that "at a minmum" Trigon would like
to have gauge on.

October 16, 2001, Summary of Key Business Terms.
() Trigon prepares and submits a Summary of Key Business Terms, among
WhICh arethe following:
Maximum issuance of 10.4 million shares of Trigon stock with Trigon
bearing the burden of the firg 22% drop in stock price and the parties
shan ng therisk of further declines;
Jews and four members of the CareFirst Board of Directors to
gt on the new Board;
- non-solicitation clause;
- right to match offer and 5% termination fee;
- Trigon's interest and expectation of no job reductions.
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October 25, 2001, Strategic Planning Committee M eetin%:

() CSFB that price has been set in negotiations with the two potential partners
and that the next foca point is the regulatory process. It explains that Trigon
has recently proposed more redtrictive filing and closing time frames and this
might signa less commitment to a ded. CSFB believes tha management
dructure continues to be a problem with Trigon and indemnification a
problem with WellPoint. Jews recommends that the next step is to present the
parties CareFirgt's remaining requirements.

Octaober 25, 2001, Board Meeting:

() CSFB reports that WelPoint has an ongoing transaction with Right CHOICE
and that therefore there is a small window of opportunity for a WellPoint dedl.
Stuart Smith distributes a handout to Board members comparing the current
bids of WellPoint and Trigon. Smith informs the Board that Trigon wants to
conault regulators in each state before any transaction; he also states that a
Trigon transaction would work only if there are dgnificant reductions in
CareFirgt associates.  Jews recommended going back to both Trigon and
WdlPoint for a find position on each outstanding magor issue and obtaining
the find and best offer from each.

November 20, 2001, Board M eeting:
() CSFB and managementt recommend and Board approves the Definitive
Agreement with WellPoint.>’

Presentations to the Board throughout this period continualy ranked the two bidders on "key
transaction” points. As of October 25, 2001, CareFirst management and CSFB had ranked the
Trigon and WdlPoint proposals on side-by-side comparisons as "comparable” on the headquarters
issue, notwithganding other testimony by Mr. Jews and Altobello that Trigon's proposal for
headquarters was inferior.?® Trigon was aso viewed as superior on commitment to associates and
on "transaction objectives," an important sounding criteria the meaning of which, remarkably, Mr.
Smith could not recall.

During the period of October 30, 2001, to November 2, 2001, Trigon again improved its
offer by adding a subordinated note feature that removed any risk from CareFirgt of a decline in
Trigon's stock price?®® Last minute meetings occurred between Trigon and CareFirgt in efforts to
rehabilitate Trigon's bid. CareFirg was satisfied that improvement in the downside protection of
Trigon's offer, was "acceptable."?*°

By November 5, 2001, CareFirst dams that, in light of the Georgia experience?, where
Trigon made a faled effort to make a topping bid for the Georgia Blue Plan being purchased by
WdlPoint, CareFirst was having doubts about Trigon's ability to commit to a potentidly lengthy
process. There was dso concern about Trigon's smaler size, relaive to WdlPoint, and Trigon's

207 See The Brown Due Diligence Report at 74 - 78.

208 Deposition of Stuart F. Smith, at 339:5-346:8; David Wolf Deposition Exhibit 158.

209 Deposition of Timothy P. Nolan, August 19, 2002, at 93 — 95.

210 Deposition of Thomas G. Snead, Jr., August 19, 2002, at 179 — 180.

211 Trigon had made an unsolicited offer to acquire Cerulean, the Georgia BCBS plan, while a
ded was pending between WedlPoint and Cerulean. Trigon failed to top a subsequent bid
enhancement by WellPoint, and the latter acquired Cerulean. Mr. Jews interpreted this as an
indication that Trigon was unsophigticated and might not be able to close a CareFirst dedl.
Deposition of William L. Jews, September 6, 2002, at 165 — 176, 273 and 396.
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unwillingness to waive the 18-month requirement (except that Trigon was willing to modify the
latter requirement so long as a hearing started within 18 months).?*? These concerns conflict with
Mr. Altobello's explanation for why Trigon was regected that: "Despite good faith negotiations,
ultimately Trigon could not overcome the fiscd redlity that its purchase of CareFirst would result
in adverse implications for CareFirgt associates and the continuing operations of CareFirst.'?*3

At the November 5, 2001, Strategic Planning Committee meeting, based upon the advice of
its adV|sc2)lr43 recommended the submisson of the WelPoint proposd to the boards for find
gpproval.

According to the Form A filing:

"The Boards approved the proposed transaction with WelPoint
because it met dl of the mgor criteria the Boards used to evduate
proposals, and the Boards believed it was superior to Trigon's
proposal. The Boards foresaw the following benefits from the
transaction with WelPoint: (1) continuation of exiging CareFirg
products and services dong with enhancements to those products and
savices, (2) a dowed rate of increase in premiums because of the
increased finandd srength WdlPoint will bring to CareFirst; (3)
ensured continued local decison-making on hedth care issues and
policy; (4) a benefit to providers through increased technology
invesments that will result in on-line, real time verification and
dams daus review; (5) continued employment and maintained
regulatory oversight; and (6) the largest per capita public benefit
donation to charitable foundetions in the history of Blue Cross Blue
Shield Plan conversions.”

Supplement to D.C. Form A, at 7, accord.?*®

28.  Trigon'shid isviewed asinferior based largely on social issues

The filing with the MIA identifies the key criteria which served as the bass for the ultimate
sdection of WdlPoint over Trigon:

"The Boards aso believed that the WellPoint proposal was superior
to the Trigon proposal for the following reasons. (1) the Trigon
proposal would have resulted in subgtantial layoffs of the CareFirst
workforce because of the rdativdy smdl sze of Trigon, visavis
CareFird, whereas WdlPoint, because of its sgnificantly larger sze
and the dructure of the organization it proposed, did not pose that

212 Deposition of Stuart F. Smith, November 25, 2002, at 230 — 234; David D. Wolf Deposition
Exh.159 at 2.

213 1d. at 7; accord, pre-filed written testimony of Daniel J. Altobello, CF-0012315.

214 gupplement to Amended Form A Statement Regarding the Acquisition of Control of or
Merger with a Domestic Insurer filed with the Department of Insurance and Securities

Regulation and the Office of Corporation Counsel of the Digtrict of Columbia on January 11,
2002, at 6.

215 prefiled testimony of Daniel J. Altobello, January 31, 2003, at CF-0012315 — 0012316.

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 60



threat;**® (2) Trigon proposed a management structure whereby there
would be essentidly dua CEOs, which the Board believed was
unworkable and would have resulted in confuson in leadership and
a lack of unified direction; (3) Trigon had proposed to move the
headquarters of the public company from Richmond to Maryland, but
the proposal was later withdravn with an explicit requirement that
headquarters would remain a Trigon's headquarters in Richmond,
Virginigz (4) Trigon had no dgnificant experience in integrating
companies it purchased, whereas WdlPoint had significant pogtive
experience in that regard and a very strong track record of improving
performance in companies it acquired; (5) Trigon required that
should its stock fdl below a certain price, both it and CareFirst would
share in the decline creating the potentia that the foundations would
not receive the full vaue of the purchase price to benefit the
communities, while the purchase price of the WellPoint proposal was
guaranteed; and (6) the Trigon proposa permitted termination by
Trigon after 18 months if the transaction had not been completed,
while the WellPoint proposa was committed for three years."#’

Of the reasons cited here in support of WellPoint at |least three relate to non-price concerns
about Trigon: the location of headquarters, the role of CareFirdg management in the new
organization, and the prospect of job loss.

29. TheCareFirst Board isadvised WdlPoint'spriceisfair.

On November 20, 2001, CSFB presented its "Vaduation Andysis' to CareFirst's Boards,
egimating CareFirdt's vdue a $1.01 to $1.2 hillion based on a comparable public companies
andysis, $1.17 hillion to $1.59 hillion based on a comparable M&A transactions analysis, and $1.2
billion to $1.525 hillion on a discounted cash flow andysis.?*® The same opinion and andysis is
included as Exhibit 4-B to CareFirst's Form A ("CSFB's Fairness Opinion™), and is offered as the
report of an independent financid expert required pursuant to Mp. Cobe ANN., STATE Gov'T 88 6.5-
201(b)(6) & 6.5-301.%*°

On November 20, 2001, the CareFirst Boards voted to enter into definitive agreement with
WéllPoint.?

1% Trigon did promise that layoffs would not occur, but the Boards did not believe that the
Trigon transaction was feasible without layoffs.

27 1d. at 7, CF-0012315 - CF-0012316, accord Pre-filed written testimony of Daniel J.
Altobello, March 6, 2002, at 8-9.

418 CF-0005508 - CF-0005509, CSFB November 20, 2001, Fairness Opinion. CSFB
presentation to Board of Directorstitled "Project Chesapeake," November 20, 2001. Supplement
to Amended Form A Statement Regarding the Acquisition of Control of or Merger with a
Domestic Insurer filed with the Department of Insurance and Securities Regulation and the
Office of Corporation Counsd of the Digtrict of Columbia on January 11, 2002, &t 8.

219 Exhibit 4B to Form A, Fairness Opinion Issued by CSFB to Board of Directors and
Presentation to the Board, November 20, 2001.

220 gypplement to Amended Form A Statement Regarding the Acquisition of Control of or
Merger with a Domestic Insurer filed with the Department of Insurance and Securities
Regulation and the Office of Corporation Counsel of the Digtrict of Columbia on January 11,
2002, at 6.
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CareFirgt received an opinion from Piper indicating that the process, including the exclusion
of Anthem and the sending of solicitation letters to only WelPoint and Trigon, met the Boards
fiduciary responsibilities??* Piper provided its opinion orally on November 20, 2001, and confirmed
the opinion in writing on November 30, 2001. 2%

30. Compensation issues received considerable attention during the
bidding process

All throughout the negotiations with the parties, the issue of executive compensation was
being addressed in the Compensation Committee of the Board. The Executive Compensation
Committee met on March 23, April 20, April 26, May 24, June 12, July 9, and July 25 to consider
the issues of merger incentives, retention bonus, and related issues???

Vil. ANALYSIS OF THE FACTORS THE CONVERSION STATUTE

REQUIRES TO BE TO BE "CONSIDERED" IN DETERMINING
WHETHER A TRANSACTION IS IN THE PUBLIC INTEREST

A. The Standard for Approval - Is the Transaction in the Public Interest?

Under Maryland law, the appropriate regulatory entity, in this case the Maryland Insurance
Adminigration, may not approve the acquistion unless it affirmatively finds that the acquidtion is
in the “public interest.” MD. CoDE ANN., STATE GoV'T § 6.5-301. The statute does not expressly
define the term “public interest.” Case law, however, notes that, as a general rule “[t]he ultimate
determination of what condtitutes the public interest must be made considering the totality of the
crcumstances of any given case againgt the backdrop of current societal expectations.” Segneur
v. Nationa Fitness Indtitute, Inc., 132 Md. App. 271, 287 (2000), (quoting Wdlf v. Ford, 335 Md.
525, 535(1994)).

In the case of the acquisition of a nonprofit heath service plan, the legidature guides the
andyss of what condtitutes the “public interest” by establishing two sets of factors that bear on that
determination. One set of factors, if not satisfied, require the conclusion, as a matter of law, that the
public interest is not served. The other set of factors must be considered in determining whether the
acquistion are in the public interest.

1. Review Factors Which must be Satisfied in determining the
Public Interest

According to the converson datute, an acquistion is not in the public interest unless
appropriate steps have been taken to:

- ensure the value of public assetsis safeguarded;
- ensure that the far vaue of public assets will be distributed
to the Maryland Hedlth Care Foundation;

221 Tegtimony of Daniel J. Altobello, March 11, 2002, at 253 — 255.
222 Hearing Exhibit 208 at Exhibit A, January 16, 2001, memorandum from Piper Marbury
Rudnick & Walfeto John A. Picciotto re: Fiduciary Duties of Directors in connection with

ble business combination.
22 Exhibits 177, 178, 179, 180, 181, 182, and 183; the minutes of the Executive Compensation
Committee meetings for March 23, 2001, April 20, 2001, April 26, 2001, May 24, 2001, June
12, 2001, June 24, 2001, July 9, 2001, and July 25, 2001, respectively.
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- ensure that no part of the public or charitable assets of the
nonprofit entity inure directly or indirectly to an officer,
director, or trustee of the plan; and

- ensure that no officer, director, or trustee of the nonprofit receives any
immediate or future remuneration as the result of the acquistion except in
the form of compensation paid for continued employment with the acquiring
entity.

Md. Code Ann., State Gov’t § 6.5-301(b).

2. Review Factors Which Should Be Considered, But Which Are
Not Required To Be Satisfied, In Determining The Public
I nterest

Another set of factors must be "conddered” by the regulating entity in determining whether
the acquidtion is in the public interest. None of these factors are dispositive, athough they clearly
identify the societd interests and expectations that the legidature deems critical in making that
assessment.  The factors which must be considered, but which do not by operation of law
automaticaly disquaify the application, are:

@ whether the transferor exercised due diligence in deciding to engage in an
acquidtion, sdecting the transferee, and negotiating the terms and conditions
of the acquistion;

2 the procedures the transferor used in making the decison, including whether
appropriate expert assistance was used,

3 whether any conflicts of interest were disclosed, including conflicts of
interest of board members, executives, and experts retained by the transferor,
transferee, or any other partiesto the acquistion;

4 whether the transferor will receive far vaue for its public or charitable
assets;

) whether public or chariteble assets are placed at unreasonable risk if the
acquistion isfinanced in part by the transferor;

(6) whether the acquistion has the likelihood of creating a significant adverse
effect on the avalability or accesshility of hedth care services in the
affected community;

@) whether the acquistion includes sufficient safeguards to ensure that the
affected community will have continued access to affordable hedth care; and

(8)  whether any management contract under the acquisition.?*

In addition, the converson statute requires the MIA to consider: whether the acquidtion is
"equitable to enrollees, insureds, shareholders, and certificate holders, if any;" whether the proposed
transaction complies with Title 2, Subtitle 6 of the Corporations and Associations Article (regarding
the amendments of corporate charters); and whether the tranferee will meet datutory surplus
requirements.?®

It is clear from this statutory scheme that the public interest analysis is a multi-tiered
analysis. If the factors under Mp. Cope ANN., STATE Gov'T 8§ 6.5-301(b) are not stidied, the
transaction is automatically not in the public interest and must be disapproved. |If those criteria are

224 Md. Code Ann., State Gov't § 6.5-301(e).
225 Md. Code Ann., State Gov't § 6.5-303.
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satidfied, the public interest andyds involves an evauaion and baancing of the remaning criteria.
It should be noted that the statute does not either expresdy or implicitly limit the public interest
andyss to those criteria which the Commissioner "shdl" consder. However, this report will begin
with the andyss of the factors that are expresdy articulated in Mp. Cobe ANN., STATE Gov'T 8 6.5-
301(e).

3. “Due Diligence’” and The Duties of the Board of Directors

The firg factor that must be considered under Mp. Cobe ANN., STATE Gov'T 8§ 6.5-301(€)
is whether CareFirst “exercised due diligence in deciding to engage in an acquidtion, sdecting the
transferee, and negotiating the terms and conditions of the acquigtions.” Mbp. Cobe ANN., STATE
Gov'T § 6.5-301(e)(1). The statute does not define “due diligence.” Case law, however, makes it
clear that the exercise of “due diligence’ is synonymous with the exercise of the fiduciary duties
owed by the officers and directors of the transferor. In Hernandez v. Department of Labor,
Licensing and Reg., 122 Md. App. 19, 26 (1998), the Court of Special Appedls noted that:

Black’s Law Dictionary 411 (5" ed. 1979) defines “due diligence’ as. “such a measure of
prudence, activity, or assiduity, as is properly to be expected from, and ordinarily exercised by, a
reasonable and prudent man under the particular circumstances, not measured by any absolute
standard, but depending on the relative facts of the specid case.”

The measure of “prudence, activity, or assduity” that is properly expected from the officers
and directors of CareFirgt is embodied in therr fiduciary duties. Thus, in andyzing whether the
Board of Directors exercised “due diligence” it is important first to understand the duties owed by
the CareFirst Board.

4, The Experts Evaluation of the Applicable Duties of the
CareFirst Board.

CareFird’s corporate counsd, Piper Rudnick, LLP (“Piper”), and the expert retained by the
MIA, Jay Angoff of Roger Brown & Associates, have addressed the legal standards that applied to
the actions of the CareFirst Board. While Piper and Mr. Angoff agree as to the genera framework
within which the Board was required to act, there are significant areas of disagreement as to what
factors rdaing the proposed transaction the Board was obligated to consider and what factors the
Board was alowed to consider at various phases of the process.

In its only formal written legal advice to the Board on the subject, Piper andlyzed the duty
of care and the duty of loyaty that the Directors owed in connection with a sale of CareFirst. Piper
wrote that the "duty of care™:

requires a director to be diligent and prudent in managing the
corporation's affairs and to discharge his’her duties on an informed
bass with due care. A director must inform himsdf of al materid
information reasonable available to him before making a business
decison. Once informed a director must act with requisite care in
discharging his duties. The levd of care required rises with the
significance of the decision being made**®

Piper advised the Board in writing that a director may rely on information and reports from
officers or employees whom the director reasonably believes to be reliable and confident. The

226 Memorandum of Piper Rudnick, January 16, 2001, at 2.
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Board aso was advised that it could rely on information and reports from experts such as lawyers
or accountants, induding compensation experts, "as to matters which the director reasonably
believes to be within the person’s professiond or expert competence.'?*’

With regard to the "duty of loydty/fidelity,” Piper advised the Board that a director must
exercise his or her powers "in the best interest of the corporation and not in the director's persona
interest or in the interest of another person.”

After discussng these obligations, Piper noted that directors have specid obligations when
contemplating the sdemerger of a corporation. Piper described these additiona duties as follows:

Directors mug act reasonably to find the best offer avalabdle to the
Company. In deciding if the directors have acted reasonably, Courts
will look a how the directors have come to their decison and
whether that decison is reasonable in the context of those
circumgtances.  The process followed in making a decison must be
fair and the price obtained for the corporation must aso be fair.?®

Piper described this as a "more rigorous standard” which required Courts to not only look
to see if a board used due care in preparing itself to make decisons, but aso whether the board's
decisions were "reasonably caculated to achieve a legitimate corporate objective.”

In addressng the standards that governed board action in contemplating a sde of a
corporation, Piper highlighted the case of Revlon, Inc., v. McAndrews and Forbes Haldings, Inc.,
506 A.2d 173 (DEL 1976). In Revion the Delaware Supreme Court concluded that traditional
formulaions of a board’'s fiduciary duties of care and loydty were not adequate to protect
shareholder interests in sale of control transactions. Revlon established a new framework for such
transactions, holding that in such cases, the predominant obligation of the board is “the
maximization of the company’s vaue a asde for the stockholder’ s benefit.”2*°

Piper advised the Board that when the Revlon standard applies, directors mug "obtain the
best posshle price’ for the shareholders and that factors that a board might ordinarily consider in
meking corporate decisons (such as the interest of employees or customers or the communities in
which the corporation does business) can no longer be taken into account. Piper advised the
CareFirst Board that "Revlion primaily gpplies to Stuations where there has been a change in

227 As discussed in more detail below, one aspect of Piper’s advice which ultimately played a
sgnificat role in the conduct of the Board, as wel as the Board's defense of its actions, related to
the so-called "business judgment rule.”  According to the memorandum prepared by Piper:

The business judgment rule protects directors who exercise good fath judgment
from liability arisng from an unwise or unsuccessful corporate action resulting from
a decison of the directors. It insulates these decisons from judicid review, absent
fraud, illegdity or bad fath, as long as the director exercised informed business
judgment. Hearing Exhibit 208 at Exhibit A, January 16, 2001, memorandum from
Piper Marbury Rudnick & Wolfe to John A. Picciotto re. Fiduciary Duties of
Directorsin connection with possible business combination.

228 Hearing Exhibit 208, at Exhibit A, January 16, 2001, memorandum from Piper Marbury

Rudnick & Wolfe LLPto John A. Picciotto re; Fiduciary Duties of Directorsin connection with

possible business combination.

9 |d. at 184.
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control.” Piper described a “change in control” as a circumstance in which shareholders are losing,
once and for dl, ther opportunity to obtan a control premium. Piper diginguished that
circumgtance from a stock-for-stock merger in which the shareholders of the corporation continue

asfull equity participants in the ongoing post-merger venture.

There is disagreement on the gpplicability of the so-called 'Revion rule’ to this particular
transaction. In its memorandum to the Board, Piper indicated that, because "any possible transaction
between CareFirst and another BlueCross BlueShield plan would involve a stock-for-stock merger
or share exchange," it was unlikely that a Court would conclude that Revlon applied. That suggested
that the CareFirst Board could consider factors other than the highest price in determining whether,
when, and to whom to sdll CareFirst.

As described in more detail below, Mr. Angoff took exception to Piper's anadysis of the
potential application of Revion to the sde of CareFirst to WellPoint, noting that this particular
transaction clearly involved a change in control, which (under Piper's andysis) would suggest that
Revion might apply. Piper has pointed out, however, that "no Court has applied Revlon to the Board
of Directors of a not for-profit, either in the context of a converson or a merger.” Piper
acknowledged that some commentators have argued that Revion should apply to not for-profit
Boards, but it advised CareFirst that "the CareFirst Board may rely on the fact that no Court has
adopted thisview."

Piper advised the CareFirst Board thet, if Revlion did not gpply, the Board needed only to
follow a reasonable process to come to a reasonable decision in the context of the circumstances,
and that the merits of a particular decision would not be second guessed in any circumstance in this
which the “business judgment rule” applied.. If, however, Revlion did gpply, what was important
was not necessarily the "process’ that the Board followed, but whether that process resulted in the
best price for the company.

Piper's forma memorandum to the Board on its duties and obligations adso incuded a
description of the statutory standards set forth in the Conversion Statute. The Board enumerated the
factors that the MIA must consder under Mp. Copbe ANN., STATE Gov'T § 6.5-301. The
memorandum aso pointed out to the Board that the Insurance Adminigtration "must” also consider
whether the acquisition is in the public interest, whether its equitable to enrollees, insureds and
subscribers, and whether the acquisition is approved by a vote of the nonprofit's certificate holders,
a requirement that was repeded during the Legidative Sesson in which this Memorandum was
issued. As described infra, notably absent from Piper’s review of the relevant statutory standards
was the prohibition on inurement that ultimately became a focd point of much of the discusson
regarding this transaction.

As Mr. Angoff points out in his report on the due diligence of the Directors, there are
Maryland Statutory provisions that relate to the duties of Boards of corporations generaly. The duty
of care which was described in Fiper's memorandum is codified in two places in the Maryland
datutes: § 2-405.1 of the Corporations and Associations Article for corporate directors generdly,
and § 14-115(c) of the Insurance Artidle for the Directors of nonprofit hedth service plans. As Mr.
Angoff points out, the languege of these statutes setting out the badc fiduciary duties of Directors
is essntidly identical.  Both sections require Directors to act in good faith, in a manner they
reasonably believe isin the corporation's best interest, and with ordinary care.

Mr. Angoff notes, however, that there are dgnificant differences between the two Statutes.

Fire, subsection (€) of § 2-405.1 codifies the business judgment rule for directors of a corporation.
That subsection dtates that: “An act of a director of a corporation is presumed to stisfy the standards
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of subsection (a) of this section.” No such subsection is included in § 14-115 for directors of a
nonprofit heath services plan.

Smilaly, subsection (f) of 8 2-405.1 appears to preclude the application of Revion duties
in connection with acquisitions of corporations. That subsection provides:

An act of a Director rdating to or affecting an acquidtion or a
potentia acquisition of control of a corporation may not be subject
to a higher duty or greater scrutiny than is gpplied to any other act of
aDirector.

No pardld limitation isfound in § 14-115.

Andyzing both the transaction and the standards gpplicable to it, Mr. Angoff concluded that
the Board's decision to convert to for-profit status and to engage in an acquisgtion is governed by
the obligaions of duty and care that typically govern the exercise of corporate discretion and that
the judgment of the Board was insulated from liability by the business judgment rule. Mr. Angoff
aso concluded, however, that once the Board decided to sl control of CareFirst, the Board was
subject to the heightened obligation reflected in the Revlon standard.  Thus, in connection with the
proposed sde of the company, the CareFirst Board was required to secure “the best vaue' for the

company.

Taking issue with Piper’s andlyss of the application of Revlon to the transaction, Mr. Angoff
wrote:

Here it cannot be serioudy argued that there is not change in control:
immediately before the acquisition, the foundations control CareFirt,
whereas afterward, they will own, a modt, a small fraction of
WdlPoint stock, and thus will not control CareFirst. Moreover, prior
to CareFird’s conversion to for-profit status, the directors control
CareFirst, snce directors of the three CareFirst afiliates congtitute
the Board of Directors of CFl, and CFl is the sole member of each
dfiliate after the acquistion, in contrast, only one CareFirst Director
will gt on the ninemember WdlPoint [Board] and thus neither he
nor any group of CareFirst directors will control CareFirst.>*°

In defense of the advice given to the Board, Jay Smith of Piper noted that, in advisng the
Board that Revion did not apply, Piper did not suggest that price was unimportant in the discussions
with the potentia suitor?! Ashesaid, "far fromit."?*> Mr. Smith darified that:

what it means when we say that Revlion does not apply is that, in
addition to price and factors relating to how likely the bidder is to be
able to close... the Board may consider other factors such as the

230 “The Due Diligence Exercised by CareFirgt, Inc. in Deciding to Convert to For-Profit Status
and to be Acquired by WellPoint Hedlth Networks, Inc.”, Roger G. Brown & Associates,
January 10, 2003, (the “Brown Due Diligence Report”) at 12.
1 |n addition, Piper pointed out that Revlon has never expresdy been adopted by a Maryland
court. According to Piper, Revion is not part of the common law of Maryland and, in addition,
has been expresdy rejected, by the legidature. Pre-filed rebuttd testimony of R. W. Smith, J.,
ggnuwy 21, 2003, at 5.

Id. at 2.
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impact of the proposed transaction on customers, employees, and the
communitiesin which the company does business.

Mr. Smith, however, dso argued that even if Revion were deemed to gpply, he believes that
"the Board of Directors complied with Revlon™" This defense is factud in nature rather than legadl,
and, therefore, will be addressed more fully below.

5. The MIA’s conclusion as to the legal standard that governs
whether CareFirst acted with “due diligence”

Section 14-115 of the Insurance Artide governs the management of business by the board
of directors of anonprofit health service plans. The Satute Sates, at subsection (c), that:

@ the busness and affars of a nonprofit hedth service plan shdl be managed
under the direction of aboard of directors.
2 the board and its individua members are fiduciaries and shal act:
0] in good faith;
(i) in a manner that is reasonably believed to be in the best
interest of the corporation; and
@)  with the care that an ordinarily prudent person in a like
position would use under Smilar circumstances.

These are the guiding principles and the standards that should be applied to the actions of
the CareFirst Board in deciding whether to convert from nonprofit to for-profit status, in sdecting
an acquisition partner, and in negotiating a purchase price** The question of whether the Board
acted with due diligence is a question of whether the Board met the standard articulated in this
section. Did the Board act in good faith? Did the Board act with ordinary care? Did the Board act
inwhat it reasonably believed to be the best interest of the corporation?

Section 14-115 codifies the traditiond fiduciary duties of care and loyaty that historicdly
govern the conduct of directors of both for-profit and nonprofit corporations.

a. The duty of cared owed by the directors of a nonprofit
board

The duty of care requires nonprofit corporate directors to discharge their duties with the care
of an ordinarily prudent person under the circumstances. In doing so, nonprofit corporate directors
generaly are permitted to rely on information, opinions, and reports of other board members, board
committees, counsel and qualified experts. They may not, however, do so blindly. See eg., Danid
L. Kurtz, Board Ligbility: Guide for Nonprofit Directors 29 (1988).

The degree of care required by a nonprdfit board is influenced by two things. Firg, asis true
of any corporate board, the degree of care that must be exercised with regard to any particular
decision depends on the significance of that decison. See Billmenv. MDIF, 88 Md. App. 79, 107-
08 (1991), cert. denied, 325 Md. 94 (1991). Obvioudy, acting on a proposd to, for example, change

233 |ndeed, in its current bylaws, CareFirst acknowledges that: “ The fiduciary responsibilities of
the Corporation require members of the Board and Corporate Officers to exercise utmost good
faith in al transactions touching upon their duties to the Corporation and its property.” October
1, 1998 Bylaws, Art. 9, Section A, at 21.
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the identity of the corporation’s resdent agent is a decision that requires a lesser amount of care
than, for example, the decision to hire anew chief executive.

Second, the degree of care that a corporate director must exercise depends on the nature of
the enterprise in which the corporation is engaged. The directors of an enterprise that is vested with
a public trust mugt act with a higher degree of care than the directors of a genera corporation. Thus,
in Billman the Court of Specia Appeds found that the trid court had not erred in instructing a jury
that “in the context of a savings and loan, the directors and officers owe a higher duty of care than
is owed by ther counterparts in a genera corporation” because “they are entrusted with funds
belonging to the genera public.” 88 Md. App. at 106. Noting that the trial court had firgt instructed
the jury that a director mugt act with ordinary care, Billman concluded that the “chalenged
indruction correctly advised that compliance with the standard of care for officers and directors of
a banking indtitution should be determined by comparison to the care exercised by the officers and
directors of that type of enterprise. That indudes responsbility for the savings of others”?** As the
Court noted that what condtitute ordinary care “under the circumstances’ include consideration of
the enterprise, which is part of the “circumstance” in which the directors are operating.

W. Keeton, Prosser and Keeton on the Law of Torts (5th ed. 1984) discusses comparative
degrees of care, usng as an illugtration the common carrier’ s “ highet” degree of care.

“Although the language used by the courts sometimes seems to
indicate that a specia standard is being applied, it would appear that
none of these cases should logicdly cdl for any departure from the
usud formula  What is required is merdly the conduct of the
reasonable person of ordinary prudence under the circumstances, and
the greater danger, or the greater respongbility, is merely one of the
circumstances, demanding only an increased amount of care.”?*

CareFirgt is a nonprofit corporation. Its was formed for a public purpose. Its economic
“vaue’ conditutes a public asset. The CareFirst Board is, therefore, entrusted with an enterprise
whose assets belong to the public. The CareFirsdt Board was, therefore, required to act with the
highest degree a care in approaching the questions of whether to convert, whether to embark on an
acquistion strategy, by whom to be acquired and at what price. Indeed, CareFirst’s own bylaws
reflect both an undergtanding and an acceptance of this heightened standard.  Under the conflict of
interest section of the bylaws, CareFirst acknowledges that Board members and corporate officers
must exercise the “utmost good faith” in fulfilling their duties to the corporation and to its property.
October 1, 1998, Bylaws Art. 8, Sectionn A at 21. (Emphasis added.)

Clearly, the Board had to act with the highest degree of care in evauating the proposed
transaction. What, then, was the Board required to consider or prohibited from considering in the
exercisng that care? The concluson as to what the Board was required to consder in the context
of the proposed transaction must be assessed with reference to those specific Satutes that govern the
terms and conditions of the transaction. The Board's actions must be assessed in light of the terms,
conditions, and requirements set forth in the converson and acquisition satutes. The transaction
contemplated by the Board could not occur without regulatory approval. No board acting in good
faith and with the care of a prudent person under the circumstances could ignore or fail to consder
the criteria that the Genera Assembly established for that regulatory approval.

2% |d. at 184.
% |d. at 107.
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It was, therefore, incumbent upon the Board in exercising its duty of care in connection with
the proposed transaction, to consider those factors that the regulator aso was required to consider.
The Board was bound to consider whether the proposed transaction was in the public interest and,
in doing o, to consider dl of the factors outlined in the converson statutes.

Because the statutory framework directs the consideration of the Board, it is not necessary
to resolve the legd disagreements between Mr. Angoff and Piper as to whether, and to what extent,
the fact that the proposed transaction contemplates a change in control may have implicated Revlion
like duties. The questions of whether Revlon is part of the common law of Maryland and, if so,
whether it applies to nonprofit corporations do not need to be resolved in this case. The conversion
datute specificdly addresses the requirements that relate to the transaction, including, but not
limited to, the purchase price.**®

Under 8§ 6.5-301(b) of the State Government Article, the regulator is prohibited from finding
that the transaction is in the "public interest,” unless gppropriate steps have been taken to insure that
the "far vdue of the public or charitable assets of a nonprofit hedth service plan are digtributed to
the hedlth care foundation established under State law.” The Statute in turn provides guidance to the
appropriate regulaing entity as to what may be considered in determining fair vaue. These factors
indude the "market vaue' and the vdue of the company being sold "as if the entity had voting stock
outstanding and a 100% of its stock was fredy trandferable and available for purchase without
resriction.” Webster's 7" New Collegiate Dictionary defines fair as "adequate” Black's Law
Dictionary (5" edition) definesfair vaue as follows:

Present market vaue, such sum as the proper will sdl for to a
purchaser dedring to buy the owner wishing to sdl; ... the far
market vaue of the property as between one who wants to purchase
and one who wants to sdll the property ... the amount the property
would bring at a sde on execution shown to have been in al respects
fair and reasonable...

The converson statute also requires consideration of factors other than price in connection
with as assessment of what is in the public interest. Matters such as the impact of the transaction
on the affordability and accessibility of hedth care and whether the transaction is “equitable to
enrollees, insureds, shareholder, and certificate holders” In light of this explicit requirement that
the proposed acquisition of a nonprofit health service plan must not be approved unless it is in the
public interest, which requires an andyss of whether the sale is for "fair value' as well as other
factors, it is not necessary to consider the application of the common law "Revlon rule” The issue,
in assessing the due diligence of the Board, is more cleanly stated as whether the Board acted “in
good fath” and "with the care [with which] an ordinarily prudent person in a like postion” would
act in order to ensure that the proposed transaction was in the public interest, induding whether "fair
vaue' was obtained.

One additiona issue must be addressed in connection with the Board’ s adherence to its duty
of care. The question arises as to the relevance of the “business judgment rul€’ in this proceeding.

3% |n one sense, the conversion statutes could be andogized to so-called “ congtituent statutes’
enacted to broaden the concerns to which directors can, or must, respond when contemplating
corporate action, including the sale of corporate control. Such statues authorize consideration of
non-shareholder interests generally and overrule Revion like decisons in the states in which they
have been enacted. See LisaM. Fairfax, Doing Well While Doing Good: Reassessing the Scope
of Directors Fiduciary Obligations in For-Profit Corporations with Non-Sharehol der
Beneficiaries. 59 WAsH. & LEe L. Rev. 409 (2002).
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Throughout these proceedings, and repeatedly in the course of public testimony and in depositions,
the executives of CareFirs and their experts (including their lawyers and investment bankers)
invoked the business judgment rule as a defense againg criticisms of the Board's judgment or the
process it conducted in sdling the company. Management and the Board especidly relied on the
"sdfe harbor” that the rule creates for actions taken in reasonable reliance on expert advice. As an
example, when Mr. Jews was asked whether it was appropriate to rdy on the fact that transaction
bonuses were paid to the executives a Cerulean, a for-profit company, as a basis for granting
bonuses to executives at a non-profit like CareFirst, he replied, "It was proper to rely on our
experts’. 2"The clear implication of this comment is that the advice of experts absolved management
of the Board of the respongibility to exercise any independent judgment.

The business judgment rule is not a standard of conduct.?*® The directors of a corporation
are required to act with a particular standard of care.  When those decisons are chalenged, the
“business judgment rule’ operates as a rebuttable presumption that the directors acted in conformity
with their duty of care. Thus, absent evidence to the contrary, a court will not second-guess the
director’ s decision or subgtitute its judgment for that of the directors?*

The business judgment rule was designed to limit judicid interference in corporate afars
and to insulate corporate directors from persond liability that might arise from suits filed by
disgruntled shareholders?®® The "rule", as such, has no place in this regulatory proceeding. While
directors may be insulated from persond liability or interference with their business decisons in
some circumstances,

[c]haritable or nonprofit corporations are generaly subject to
satutory supervisory authority of the attorney generad, who may
inditute judicia proceedings for mismanagement by the directors or
trustees of the corporation or in exceeding or faling to carry out its
charitable or corporate purpose.

5 Hetcher, supraat 8 2104. Thus, as one court recently concluded:

While the business judgment rule reflects a judicid policy of
dedining to subdtitute a court’s judgment for that of a corporation’s
directors when they have acted in good fath and in the exercise of
honest judgment in furtherance of corporate purposes, that policy has
no application to dlegaions that a public benefit corporation has
abandoned any charitable purpose and has pursued private rather than
public interests.  Similarly, while Tennessee courts have adopted a
nor-interventionist policy with regard to interna corporate matters,

237 Deposition of William L. Jews, September 6, 2002, at 339

238 Yod v. Ealy, 87 Md. App. 364, 377 (1991).

239 1d. at 377-78.

240 Randolph Stuart Sergent, The Corporate Director’'s Duty of Care in Maryland: Section 2-405.1
and the Business Judgment Rule, 44 HowarDp L.J. 191, 211-15 (2001). Some courts have hdd that
the busness judgment rule “extends only as far as the reasons which judify its existence”
Resolution Trust Corp. v. Acton, 844 F.Supp. 307, 314 (N.D.Tex. 1994), quoting Joy v. North, 692
F.2d 880, 886 (2d Cir. 1982), cert. denied 460 U.S. 1051 (1983). Because the busness rule is
intended to protect corporate management from liability for mistakes in business judgment, the rule
has no application to breaches of the duty of loyalty. 5 Fetcher Cyclopedia of the Law of Private
Corporations § 2104 (Per. ed. 1994).
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that policy is ingpplicable here because the legidaure has
specificdly given the Attorney General and the courts authority and
responshility to ensure that nonprofit public benefit corporations
operate in the public interest and not for private gain. The public
policy of this State, as expressed by the legidature, is that the
Attorney General and the courts intervene in such stuations because
the public interest is involved and the activities are not merely
“internal corporate matters.”?**

This case does not involve persond ligaility. It is not a avil lawvauit in which disgruntled
shareholders are seeking to overturn the decisons of corporate management. More importantly,
overdght of the Insurance Adminigtration over insurance regulatory matters without exception
invalve evaluation of substantive outcomes rather than the process through which those outcomes
were derived. A Imple example can be found in the MIA's regulation of the financid condition of
insurers operdting in the State.  Insurers dways employ outside financia experts such as CPAs and
independent auditors in connection with the preparation of financid Statements submitted to the
MIA. The retention of such experts is reasonable and indeed in some cases required, but the MIA
is not bound by the finandd Statements submitted to the agency for review without criticad and
andyss and change, smply because the company followed a reasonable process and hired experts
on the issues under review. Applicaion of the business judgment rule in that type of setting would
amply emasculate the role of the MIA in evaduating whether or not the company had complied with
the statutory standards that govern financia transactions and financia condition.

Another example could be found in the MIA's oversight of the payment practices of
insurance companies. Maryland law requires that hedlth insurers pay claims "promptly” and sets
out rigorous standards defining what constitutes prompt payment.+?

The fact that an insurance company may have followed reasonable procedures in its atempt
to pay dams promptly, or retained outsde consultants to design sysems to pay dams promptly,
would never conditute a defense to a concluson by the Insurance Administration that in fact that
dams were not being paid promptly. The same reasoning applies to this transaction. The MIA's
responghility is to determine whether the statutory criteria have been satisfied, not smply to assess
whether the Board engaged in a process which it reasonably hoped would result in the satisfaction
of the criteria

Reaching a concluson that the business judgment rule as a rule does not apply to this
proceeding, does not mean that certain ideas contained within that rule are not relevant here. As
noted earlier, if following a particular process would condtitute “the care that an ordinarily prudent
person in a like postion* would follow, whether that process was indeed followed may bear on
whether the duty of care has been satisfied.

Jay Smith of Piper, counse for CareFirst and WellPoint, seems to acknowledge that the
Insurance Adminidration was not bound by the application of the busness judgment rule in
applying the substantive standards of the statute:

With respect to the question that you asked in his testimony about the
interaction of the business judgment rule and the statutory standard

241 Summers v. Cherokee Children & Fam. Serv., Inc., 2002 WL 31126636 (TENN. CT. App) *32.

242 Annotated Code of Maryland, Insurance Article, § 15-1005.
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on public interest and private inurement that you must apply as part
of these proceedings, we cetanly ae not saying to you,
Commissioner, tha if the Board satisfied its fiduciary duties and if
the busness judgment rule applies then you are precluded from
consid%ng these issues.  You certainly do need to consider those
issues.

The notion that the business judgment rule is not applicable to the ultimate decision
in this case is support in the case of O'Donnell v. Sardegna, 336 Md. 18, 646 A.2d 398 (1994).
There, the Maryland Court of Appeds rejected an effort by BlueCross BlueShidd of Maryland
subscribers to sue management for mismanagement. Maryland Court of Appeals acknowledged that
the corporate sructure of a nonprofit made oversght of the company by independent groups

impossble

The kind of reationship that the plaintiffs dleged existed between
the Board and the management of BCBSM s described in Dimieri &
Wener, the public interest and governing boards of nonprofit hedth
careinditutions, 34 VAND. L. Rev. 1029 (1981).

The authors speak of the:

Unfortunate dtuation [that] arises when ether the
corporation has no members or the Articles of
Incorporation provide that the Board of Directors is
coterminous with the corporation's membership. The
absence of an effective membership means that the
‘watchdog' function of shareholders, minimal though
it may be is nonexigent and that no independent
group is empowered to elect the Board of Directors.
Sdf pepetuation of the existing Board and the
gopointment of friendly successors inevitably results
from this type of arrangement. A sdf perpetuating
Board of Directors in turn naturdly exacerbates the
posshility of role reversd between management and
the Board, snce control of the Board is more eedly
"captured” when the Directors need not account for
their actions to amembership that elects them.'?**

Although it recognized the lack of independent oversight under this corporate structure, the
Court of Appeds declined to extend the right of derivative lawsuits to the members and subscribers
of CareFirs, because the company was subject to regulatory overdght by the Insurance
Commissoner. The thrust of the opinion is that it is the Insurance Adminigtration, rather than
shareholders that serves the “watchdog function” over the actions of the Board. While the Insurance
Commissoner's authority is generaly circumscribed by specific statutes, the Court of Appeds has
noted that "we have strongly inferred the vigtoria power at least embraces preventing conduct that
is'violative of public law or the charter and bylaws of the corporation.'®*®

243 Tedtimony of Jay Smith, December 17, 2002, at 1609.
244 |d. at 1037.
245 | nsurance Commissioner v. BlueShidd of Maryland, Inc., 295 Md. at 523.
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In summary, the business judgment rule has no gpplication to this proceeding. The decisions
of the Board are not entitled to deference in determining whether the proposed transaction is in the
public interest and otherwise in compliance with al of the dtatutes that govern the approva or
disapproval of the proposed transaction. That is a determination that is expresdy reserved for the
MIA by statute. In addition, the MIA is required by Mp. Cobe ANN., STATE Gov’' T 6.5-301(e)(1)
to determine whether the Board actudly acted with due diligence in consdering the proposed
transaction. Thereisno presumption that they did so.

b. The duty of loyalty owed by the directors of a nonprofit
board

Among the duties imposed by § 14-115 of the Insurance Artide is the duty to act "in a
manner that is reasonable bdieved to be in the best interest of the corporation.” Piper correctly
characterized this as what is commonly referred to as the duty of loydty. Piper described this duty
as a requirement that a director "not use a corporate position for persona gain at the expense of the
corporation.” Piper's memorandum focused on the duty as it relates to a prohibition on “sdlf dealing
and misappropriation of corporate assets.” No particular description was provided regarding what
congtituted the best interest of the corporation.

Courts, however, have recognized that what is in the “best interest” of a corporation must
be assessed in the context of the corporation’s articulated misson. And, because the misson of a
for-profit company is different than the misson of a nonprofit company, the duty of loyaty owed
by each dso isdifferent. Asone court stated:

...[B]ecause the missons of the two types of corporations are
different, the duty of loydty is defined differently. The officers and
directors of a for-profit corporation are to be guided by their duty to
maximize long term profit for the bendfit of the corporation and the
shareholders. A nonprofit public benefit corporation's reason for
exisgence, however, is not to generate a profit. Thus a director's duty
of loydty lies in purang or ensuring the pursuit of the charitable
purpose or public benefit which is the mission of the corporation.?*

Thus, while in many ways the legd principles that govern for-profit companies gpply to
nonprofit companies, the directors of nonprofits “have a specia duty to advance its charitable gods
and protect its assets.”**’

Some commentators express this particular obligation to pursue the charitable misson as a
separate “duty of obedience.”#42 Others treat obedience to the organization's mission as a specia
functiozrlgof directors and officers that is part of the duty of loyaty and to which duties of care
attach.

The Artidles of Incorporation of CareFirst and its nonprofit subsdiaries identify the
corporate mission of those entities as the provision of hedth care “a a minimum cost and expense.”

246 ymmers, 2002 W.L 31126636 at * 9.

247 Oberly v. Kirby, 592 A.2d 445, 472-73 (Del. 1991).

248 See, e.0,. Danid L. Kurtz, Safeguarding the Misson: The Duties and Liabilities of Officers and
Directors of Nonprofit Organizations, 726 AU-ABA 15 (1992).

29 See, egq., Harvey J. Goldschmid, The Fiduciary Duties of Nonprofit Directors and Officers:
Paradoxes, Problems, and Proposed Reforms, 23 J. Corp. L. 631 (1998).
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The CareFirt Board was obligated, therefore, not smply refran from sdf-deding and from
misgppropriating corporate assets in making corporate decision. The CareFirst Board also was
required to obey the articulated mission of the corporation.

Thus, in assessing whether the Board acted with due diligence, the MIA must consider
whether the Board met its duty of loyaty, which requires an andysis of whether the Board
reasonably believed that the proposed transaction was in best interest of the corporation in light of
its articulated corporate mission. Did the CareFirst Board reasonably believe that the proposed
transaction would further the corporate goa of providing hedth care “a@ a minimum cost and
expense?’

This point is ggnificant, because the CareFirst Board took into consideration many factors
that are not set forth in the converson gtatute in deciding to convert and in sdlecting an Acquiror.
Those factors induded where the corporate headquarters of the combined entity might be located,
the role of current CareFirst management in a successor organization, and whether or not jobs would
be retained as a result of the merger. Because it concluded that the Revlion duty to obtain the highest
price did not drictly apply to this transaction, Piper advised the Board tha "non priced factors
maybe considered by the Board in the exercise of its business judgment as part of the process of
determining whether a particular offer is in the best interest of the corporation.” The issue for
andysis will be whether or not those non-price factors can reasonably be said to reflect a concern
for what was in the best interest of the corporation and the fulfillment of its corporate misson. And,
perhaps more importantly, did the Board fal to consider other factors, such as the impact of the
proposed transaction on the cost of hedth insurance, that related to CareFirst’s corporate mission.

VIII. ANALYSISOF THE MANDATORY CONSIDERATIONS

A. Did CareFirst exercise due diligence in deciding to engage in an
acquigtion?

1 Expert report: Summary of Roger Brown: Due Diligence

The Brown Due Diligence Report andyzed the due diligence of the Board. In approaching
the question of whether CareFirst exercised due diligence in deciding whether, and how, to convert,
Brown notes that the Commissioner has broad discretion in determining what condtitutes “due
diligence” within the meaning of the controlling statute, 86.5-301(¢) of the State Government
Artide. Brown analyzes separately the decision to convert and the decision to sdll the company.®°

Brown determines that although the directors failed to proper consder severa factors they
reasonably should have consdered in arriving a their decison to gpprove the conversion, they did
engage in a subgantia, multi-year process during which they consdered the rddive advantages and
disadvantages of various drategic adternatives and obtained substantia expert advice from qudified
experts. However, the Angoff report found that the Board failed to adequately consder severa
factors in adopting the strategic plan and deciding to change CareFirdt's corporate status:

- The Board never determined whether it had reached minimum efficient scae and
faled to consder whether an acquisition could result in diseconomies of scde.

- The Board never consdered whether anti-trust laws would prohibit CareFirst from
actudly executing its drategic plan because it could legdly buy other competitors
initsown market.

250 Brown Draft Due Diligence Report & vi.
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Brown opines that while the directors having engaged in a plans process does not compel
a finding that they exercised due diligence in deciding to change CareFirst’s corporate structure, it
does create a presumption, under the business judgment rule, that would insulate the directors from
persona ligdility for breach of fiduciary duty in making that decison. Brown opines that under a
"bad fath" or “irraiondity test" CareFirdt's officers and directors did not violae thar fiduciary
duties in deciding to change the corporate structure of CareFirst. However, Brown aso concludes
that the business judgment rule does not bind the regulator in proceedings such asthis.

In the context of the decision to sell the company, Brown asserts that the business judgment
rue does not insulae the directors from persond liability in connection with sdling the company.
Id. Brown asserts that under well-established case law, once the board decides to sdll the company
it has a fiduciary duty to obtain the highest vaue for the company, and its conduct must be judged
according to the so-caled “enhanced scrutiny” first announced in Revlon, Inc. v. MacAndrews &
Forbes Haldings, Inc., 506 A.2d 173, 182 (Del. 1986).%*

Brown asserts that the Directors conduct fell short of the Revlon standard in severd ways.
(2) the directors refused to dlow Anthem to enter the bidding process, even though they had a lega
duty to reasonably explore al opportunities for grester value for the shareholders, and Anthem
presented such an opportunity; (2) in selecting a purchaser, the directors abdicated their duty to
obtain the highest value for the company by relying upon the regulatory process to increase the price
to be paid by the acquiring company, but regulators have only the authority to gpprove or disgpprove
a proposed transaction-they cannot establish the price of the transaction; (3) the directors treated
WdlPoint and Trigon differently in the course of the so-called "limited auction process’ they
conducted, asking WdlPoint (the initid low bidder) to increase its bid but never asking Trigon (the
initid high bidder) to increase its bid, and this disparate trestment of potential buyers could not
possbly advance shareholder interests, (4) in evduaing the competing bids of Trigon and
WidlPoint, CareFirst considered impermissble non-price related factors, such as the extent to which
CareFirst management would be able to control the company after the merger; and (5) the Boards
reliance upon outside counsdl's opinion that CareFirst need not obtain the highest price was not
reasonable under the circumstances because that opinion was based on the incorrect premise that
any transaction involving CareFirst and another Blue plan would necessarily invalve a stock-for-
stock merger. For the foregoing reasons, Brown opines that, in deciding to sdl itsdf to WellPoint,
CareFi rzgt2 did not exercise due diligence within the meaning of 86.5-301(€) of the State Government
Article.

2. Analysis of CareFirst's "Business Case" in support of the
Acquistion

This section anayses the Business Case presented by CareFirst in support of the deal. The
MIA retained The Blackstone Group to evaluate aspects of the Business Case.

Several sets of capital expenditure needs were presented to the Board. In 1999, Accenture
and CareFirg management developed one set. In 2000, CSFB generdly valuated these needs, with
some modification.  In November 2001, Accenture prepared a more generic, industry wide
asessment for the Board regarding generdly the same categories on the specific needs previoudy
prepared.

252 |d. a viii —ix.
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3. CareFirst's Capital Expenditure Needs
a. Spending for Geographic Dominance

As described above, a fundamenta premise of the dtrategic plan recommended by Accenture
was that CareFirst needed to access capita to enable a strategy of "serious and meaningful” growth
leeding to "geographic dominance’ and perceived advantages of scale®®  Accenture identified
reasons supporting adoption of a growth strategy, the need to defensively bid for and acquire any
locad compstitors that might come into play by virtue of another health plan trying to purchase them,
and the maintenance of a reserve for a price war, should CareFirst be attacked by one of the large
netiond players on a price basis** Of the $1.5 to 1.7 hillion in capita Accenture identified as being
important to CareFirst's drategic objection, nearly $700 million was deemed required to enable
CareFirs to make a defensve acquisition bid for Kaiser's Maryland block of business, or for
MAMS 25!? the event that one of CareFirst's other competitors attempted to acquire either block of
business.

As Accenture described in itsimpact statement made part of the Form A:

Sudieshaveshown that companies acrossindustries perform better
if they are able to maintain a strong market share relative to their
competition (relative market share).

As the health industry consolidates, this phenomenon also presents
a threat to health plans' competitiveness. A health plan's relative
market share diminishes as the health plans with which it directly
competes (those in its current markets, as opposed to those in
adjacent or remote markets) consolidate. |f it wishesto protect its
relative market share in_home markets, a health plan needs to
participate in the consolidation. It needs to act when local, direct
competitor health plans come up for sale. Of course, doing so

requires capital.

* % %

Somehealth plansareincreasing accessto capital through the public
equitymarkets. Acommon approachistoconverttofor-profit status,
and then issue shares for sale to the public.?*® (Emphasis added.)

b. Potential Significant Legal Barriers to Accentur€'s
obj ectives may exist

The Brown Report provides an extensve andyds under both State and Federa anti-trust
laws regarding CareFird's ability to make acquistions within its current market as suggested by
Accenture, whether for offengve or defensve purposes. Under the analyss, because of CareFird's
already dominant market share, an acquigtion of Aetna, Kaiser or MAMSI would result in a rating
on the Hefindahl-Hirschman Index ("HHI") so high as to create a prescription of an anti-competitive

253 Tegtimony of Joseph V. Marabito, April 29, 2002, at 17:2-3.
24 1d. at 28:8-13.

25 |d. at 83:8-85:5.

256 January 2002 Accenture Impact Statement at 8 - 9.
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effect under federd merger guiddines. Angoff argues the high HHI would be difficult to overcome
because other factors add to the potentia anti-competitive effects of the merger including CareFirst's
pre-exigting ability to price above the market due to its brand strength, and the fact that there are
barriers to easy entry into the market for new competitors.®’

Clearly the Board or at leadt its lawyers should have considered this issue as one requiring
much doser scrutiny and andyss, given that this component of the capitd projections was the
largest by far. While Mr. Jews tegtified that potentid acquisitions in-market were reviewed from
an anti-trust perspective and CareFirst would be "concerned” about anti-trust implications, there is
smply no evidence that such an anadysis was done?*®

Moreover if it were true that they would in fact be concerned; then a reasonable board
would have requested whether antitrust laws would frustrate this objective.  While counsdl for
CareFirst suggested at the hearings that Piper Rudnick would answer questions regarding the Board
awareness of anti-trust issues, none of the advice rendered to the Board by Piper included any
reference to anti-trust issues.

Furthermore, even if the capitad assgned to mergers and acquistions was used for
contiguous acquisitions outside the current market, according to CSFB, CareFirst's other advisor,
the amounts identified by Accenture would not, in the view of CSFB, be sufficient to make
acquistions on a scde to meet the drategic objectives of revenues, surplus, growth and
membership.?°

These two conclusions teken together severely undercut this component of the srategy,
because state and federa laws may prohibit in-market acquisitions, and by CSFB's account it would
not be sufficient to satisfy the strategic goals.

C. There are risks associated with mergers and acquisitions

The Blackstone Business Case Report looked at those factors the Board did or should have
considered in connection with their decision to convert and sdll the company. Blackstone concurs
that, as a generd propogtion, there are certain legitimate and financial benefits associated with
improved access to capital and enhanced scale (.e., Sze).*° Blackstone aso concurs that publicly
held BCBS companies, as compared with their nonprofit counterparts, do have an advantageous
access to capitd, given their ability to issue public equity, equity-linked securities, and preferred
equity, and to raise amounts of debt in excess of the amounts that could be raised by a non-public,
not-for-profit BCBS company.?®*

However, Blackstone expressed the view that, in the short to medium-term, which it testified
to as two to five years?®? CareFirst could have been expected to continue as a viable nonprofit,
without converson and acquisition or merger. Blackstone notes that on a stand-alone bass,
CareFirst had aufficent access to capitd to fund dl projected operating and capital investments,
exduding mgjor acquisitions?®® Blackstone dso notes that CareFirst already had regiona scde (i.e.,
size redive to competitors) and strong relative market share without a clear, immediate threat to

257 Brown Due Diligence Report at 31 — 32.

258 Tegtimony of William L. Jews, March 13, 2002 at 458 - 459.
29 Testimony of Stuart Smith, March 13, 2002 at 509 - 510.

260 Blackstone Business Case Report at 49.

261 u at 54

262 Tegtimony of Martin Alderson-Smith, January 28, 2003, at 14.
23 1d. at 48 - 49.
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that position. Blackstone asserts that any benefits of absolute scale .e., increased sze, without
reference to competitors) must be weighed againgt the risks of an acquisition Strategy and the
increased complexities associated with operating in multiple markets.

Blackstone concluded that CareFird's longer-term compstitive position is more difficult to
assess, given continued industry consolidation and uncertainty as to how CareFird's exiging and
potential competitors may act.*®* Blackstone agrees that the arguments CareFirst advances in
support of the Proposed Transaction are generaly supportable by verifiable industry trends and
experience and are generdly complete. However, Blackstone questions some of the key assumptions
of CareFirst's arguments and notes that certain of the predictions made by Accenture have not
occurred (as of December 2002). For example, Blackstone asserts that the assumption for the
amount of capita required for acquisitions "seems somewhat arbitrary and neither Accenture nor
CSFB took responsibility for the specific components of this estimate."?®> Blackstone also notes that
the presence of the 2001 Accenture Study cals into question the validity of the numbers contained
in the 1999 Accenture report, because the capital requirements set forth in the later, non-CareFirst-
goecific study were dgnificantly lower than the amounts in the earlier, CareFirgt-specific study.
Blackstone dtates that it is unclear why CareFirdt's capita requirements (as set forth in Accenture's
1999 sudy) should be so much higher than those for a large managed care company (as set forth in
Accenture's 2001 study). Blackstone observes. "It is likely that CareFirst's capital needs, other than
for a lage acquisition, could have been satisfied by other means, such as an issuance of debt or
organic growth."?%®

Among the benefits to absolute sde, are:

0] the ability to spread fixed costs over a larger revenue base which should
result in lower adminidraive expense ratios, (i) the potentid to better
implement medicd management programs; (iii) potentidly the ahility to
spread economic and regulatory risk over mutiple jurisdictions, and (iv)
potentidly the ability to better sarvice nationd accounts.?*’

However, Blackstone cited a study by Business Week and The Boston Consulting Group on
the effect of mergers and shareholders vadue. Among the findings was the following:

[ Managers did not fully understand the implications of the dedl. Often, they
envisoned grand synergies that proved illusory or unworkable.  They
underestimated the costs and logidicd nightmares of consolidating the
operations of companies with very different cultures. They overestimated
cost savings and faled to keep key employees aboard, sdes forces sling,
and customers happy. These failures to integrate operations after the merger
delayed the rediization of potentid benefits?®®

Jay Angoff of Roger Brown aso noted the Board's failure to consider the risks of mergers
and acquigtions:

CareFirst's falure to consder the posshbility that by merging it would
create diseconomies of scde rather than economies of scde -

264 Bl ackstone Business Case Report at 50.

25 |d. at 53.

26 |d. at 50 — 54,

267 Bl ackstone Business Case Report at 49.
28 |d, at 45.
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"negaive synergies’ rather than "synergies’ - is paticulaly
noteworthy in view of the substantiad body of literature
demondraing that large mergers are likdy to have adverse
consequences for shareholders as wdl as others. A leading aticle is
Robert Eccless (sic) Harvard Busness Review sudy, in which he
concludes that "despite 30 years of evidence demondrating that most
acquistions don't create vdue for the acquiring company's
shareholders, executives continue to make more deals, and bigger
deals." Eccles, Are You Paying Too Much for That Acquistions,
HARv. Bus. Rev. 136 (1999). Dozens of other books® and scholarly
aticles® as wel as aticles from the generd press® come to the
same conclusion.?®

This fallure was sgnificant because CareFirst recognized the negative impacts such dedls
had on its competitors:

The Board's gpparent failure to consder the possbility that a merger
could create inefficiencies rather than efficiencies is dso noteworthy
because of the difficulty Aetna had in integrating Prudentid's hedlth
care business after it acquired it and CareFirst's knowledge of that
difficulty. In fact, in it presentation to Standard & Poor's CareFirst
emphasizes how the Aetna-Prudentid acquidtion has caused Aetna
to become more inefficient, and argues that that acquisition has
created a competitive advantage for CareFirst.  Specificdly,
CareFirst tells Standard & Poor's that:

[ "Adna has experienced migraion from Prudential
accounts due to integation problems and higher
premiums' (010527);

[ "If there acquidtions are in digant markets, this could hdp CareFirst as they
work through acquistion and consolidation efforts in other markets.
CareFirst could capitdize on its marketplace advantage of being a large,
gablelocal company™ (010542); and

[ "Aetnads combination of businesses cause[s] systems
and clams payment problems” and thus "CareFirg
may be able to capitalize on Aetnas recent financid
issues and its continuad integration problems to lure
Aetna customers away." (010545)

Just as the falure of the mgority of mergers does not necessarily mean that a merger
invalving CareFirgt would fail, the inefficiencies created by Aetnas acquisition of Prudential doesn't
necessarily mean that a merger invalving CareFirst would create ineffidencies.  Nevertheless, in
view of those inefficiencies, and of CareFirgt's knowledge of those ineffidendies and its beief that
they would result in a compditive advantage to CareFirst, CareFirst reasonably should have
consdered whether an acquistion involving CareFirst might backfire by creating inefficiency rather
than efficiencies?™

269 The Brown Due Diligence Report at 25 — 26.
270 1d. at 28.
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Blackstone dso noted problems that CareFirst's competitors have encountered in their
expansons. According to Blackstone:

During the late 1990's, Aetna built absolute scde through
acquistions. However since 2000, Aetna has been implementing a
magor reorganization plan that involves divesting unsuccessful lines
of business and focusing on more profitable product segments, even
at the expense of losing scale in terms of total members?™

As a large-scde insurance company, Cigna experienced postive
results during the late 1990s. However, starting in 2000, rising
medicad costs and poor stock market performance had a negative
effect on Cignads earnings. As a much larger company in terms of
scde, Cigna was unable to manage its larger expense base in a
tougher economic environment (e.g., under-performing invesment
portfolio and rising medical costs).?”?

d. TheTargeted Market Share

Accenture aso established a rdative market share goa for CareFirst of at least three times
the market share of the nearest competitor, based on Accenture's assertion that research uncovered
a sgnificat link between relative market share and financid results?”®  However, the chart which
Accenture presented the Board in support of the market share target showed little or no appreciable
difference between a plan with two times the market share of its nearest competitor, and three or
four times.
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21 The Blackstone Business Case Report at 46.

272 The Blackstone Business Case Report at 47.
23 |d. at 18.
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Andersen at 43, October 28, 1999, Minutes of Meeting of Directors of CFI, "Strategy
Sdection Discussion.” Marabito conceded this point upon questioning:

Q: Although three times competitors is desrable, if you look at this
chart, would you agree that at least based on this return on
investment, that two percent or two times is not materidly different
than four?

A: Yes, | would agree with that."?"

To the extent this goal of achieving three times the market share of the nearest competitor
of CareFirgt was viewed as a compelling component for the Business Case, reliance on this aone
is not reasonable because there is no materia difference between two and three times market share,
and a the time CareFirgt had the following market shares relative to its competitor in each
jurisdiction:
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Blackstone Business Case at 41.

The MIA in fact obtained numerous documents describing CFMI and GHMSI's
market share, and in some cases the numbers differed. One document listed CFMI's market share
as of December 2001 as 46.2%, with a48.6% sharein "Centrd Maryland. See "CareFirs BlueCross
BlueShield Market Share Trends by Competitor and State” undated.

e. Analysis of non-acquisition capital needs

Focusing next on those capital needs devoted soldy to capital expenditures, it is evident the
Board's trestment of thisissue was aso flawed.

274 Tedtimony of Josgph V. Marabito, April 30, 2002 at 28.
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To begin with, documents presented to the MIA in response to subpoena show that from
1996-1999 CareFirst soent over $179 million on capitd expenditures, including $85 million on
technology infrastructure?”™  While prior to 1999 CareFirst may not have focused that spending on
"e-commerce’, one of the categories Accenture identified as needing an increase, CareFirst then
initiated an aggressve e-commerce program. According to documents produced by CareFirst, in
2000 the company spent $20 .6 million on e-commerce and $7.5 million in 2001.2° The company
budgeted additiona spending for 2002-2005 at an additiona $11.5 million, for a total of $39 million
for the period 1996-2005. Notwithstanding this spending, Mr. Chaney tedtified, "were not
competitive in our e-commerce strategy”.?’” Yet if this is the casg, no hint of any deficiency was
presented to the Board of Directors, or outside parties such as Standard & Poor's, ("S&P") arating
agency. In fact documents presented to management, to the Board, and to S&P laud CareFirst's
efforts in these areas and did not indicate its spending was condrained. 1n 2001, material prepared
for S& P, CareFirst daimed it was making "dgnificant progress’ in its e-commerce strategies.?’® Mr.
Jews agreed tk;z% CareFirst had a robust, successful e-commerce program, at least compared to where
it wasin 1999.

Mr. Chaney tedtified that numerous e-commerce initiaives were underway, including the
avalability of online sdling for individud business, and a "Broker-Express’ program in which
brokers can get on-line quotes and determine how benefit changes will impact a rate quote®°
Presentations to the Board of Directors outline how CareFirgt is "Expanding Interactive Capabilities
of Providers and Members', %! including enhanced customer sdlf-service for providers and members,
and the expanson of dectronic erdimet by 25%. 1d. A Standard & Poor's presentation
announces that CareFirst "[has] made dgnificant progress in e-commerce since October 1999 when
we completed our e-commerce strategy.” The following list of accomplishments was provided:

2001

- Developed and rolled out Family Health Advisor asinitid member porta

- Developed and rolled out eSdes for Individua Products

- Developed and rolled out Broker Express for smal group

- Developed industrid strength eArchitecture to support al e-commerce initiatives

- Developed and rolled out RealMed to provider offices

- Developed and deployed Intranet for interna applications

- Deveoped online compliance training capability

- Brought CareFirst.com development in-house

275 Exhibit 11, April 20, 2002, Prdiminary Planning Document regarding future investmentsin
Information Technology.

276 |1d. at 99 - 101.

277 Tegtimony of G. Mark Chaney, January 13, 2002, a 461.

278 |d. at 461.

219 Tegtimony of William L. Jews, March 13, 2002, at 461 - 463.

280 Deposition of G. Mark Chaney Depo, January 13, 2003, at 19 - 20.

21 Presentation entitled "Expanding Interactive Capabilities of Providers and Members' a 4 - 6,
CF-0022377.
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- Trangtioned hosting of most gpplicationsto CareFirst Servers

- Developed and deployed secure file transfer Medical Policy published on Internet
and Intranet?*?

Another part of the 2001 presentation to Standard and Poor's states that, with regard to the
datus of the company's IT initiatives, the "current initiatives continue according to the plan.” The
status of particular dements were all in various states of progress??

Strategic Components Appropriatefor CareFirst
Consolidateto Single Partidly Completed
Adminigration sysems for regiond

Business, single system for nationa

Business and asingle locd FEP

Automate Utilization and Case Mostly Completed
Management

Enable Sdes and Marketing Web Enabled
Autométion

Consolidate to Single Financiad System Completed

Improve Information Access and Anayss Basic Warehouse Implemented
Standardize Underwriting and Pricing Partidly Completed
Through Automation

Implement Supporting Technica Completed
Infrastructure

Increase IT Effectiveness (Ddivery Ongoing

Capacity and Capahility)

Increase business effectiveness through Ongoing

e-commerce

Standardize medicd policy Partidly Completed

All these representation to the CareFirst Board and S& P hardly support the claims CareFirst
now make tha ther spending is condrained, or lack of capitd is negatively impacting their ability
to ral out IT and e-commerce initigtives In a deposition Mr. Chaney asserted that CareFirst was
behind its competitors on rolling out e-commerce to large employer groups, but could not name any
particular company doing s0.#* Mr. Chaney tedtified that CareFirst had not been able to implement
initigtives at the pace it would prefer, but acknowledged that even for-profit companies with access
to capital must sequence and prioritize capita spending.?®® Sgnificantly, CareFirst management
tedtified that it had not presented a detaled lig of its capita expenditure needs to WdlPoint.

282 Exhibit 10, Presentation to Standard & Poor’s Ratings Group, November 13, 2001.
283 Standard & Poor’ s Briefing Book, 2001, at 8.1 —8.2.

284 Deposition of G. Mark Chaney, January 13, 2003, at 21.

25 1d. at 10-12.
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Equdly as important, Leonard Schaeffer's testimony indicates that no particular commitments had
been made regarding CareFirst's needs, or whether capital would be developed here®® He described
the decison where to deploy capital as a “very rigourous planning process.”?®” According to
Schaeffer, capital will only be deployed in Marland if the business case is made. 1d. The testimony
of Mr. John Monahan, Head of State Programs for WelPoint, confirmed that any requests for capita
spending must be justified and are balanced againgt other competing needs®®

Late inthe MIA’s review process, CareFirgt presented a lig entitled "Unimplemerted Capital
Expenditures as of December 31, 2002."%%° Mark Chaney testified regarding the list and the projects
on the lig. His testimony revealed that, contrary to its title, the list contains many projects which
were in vaious stages of completion. These included many e-commerce initiaves*®® Mr. Chaney
could not specificdly identify wheter or not CareFirst’s competitiors had superior capabilities with
respect to the types of projects on the list. 1d. He aso tedtified that it made sence to sequence
certain projects rather than do them dl at once.®! He aso tedified that certain effects in e-commerce
and product devdopment had been delayes for “a couple of years’ because “there has been a
guestion of whether we might be doing an dfiliation.”*? He was not aware whether WellPoint had
committed to fund any projects on the ligt, and stated that WellPoint had not committed to spending
aspecified dollar anount to supplement CareFirst’ s capitd expenditures.?®®

f. Blackstone determined CareFirst could meets its capital
expenditure needs

Blackstone independently andyzed the proposed capital expenditures for CareFirst as well
as the projected shortfdl predicted by Accenture for dl categories of spending.  Accenture predicted
CareFirst would have a shortfdl of over $830 million for the capital expenditures required under the
drategic plan through 2003.2* This estimate was based on the company reaching a scale of an $11
billion a year company, cdculating the required reserves needed for a company of that Sze,
edimating the net income of the company. If revenue were $11 hillion, and then matching these
needs and income againg the "additiona” CapEx required under Accenture's dtrategic plan. The
following charts from The Blackstone report summarize Accenture's process.

286 Tegtimony of Leonard D. Schaeffer, March 11, 2002, at 103 — 119.

287 1d. at 118.

288 Tegtimony of John Monahan, February 23, 2003, at 53.

289 Mark Chaney Deposition Exhibit 213, January 13, 2003, “ CareFirst Capita Expenditure
Overview.”

29 Deposition of G. Mark Chaney, January 13, 2003, at 27 — 31.

291 |d. at 42.

292 Id.

293 1d. at 58 —59._

29 The Blackstone Business Case at 23.

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 85



PROJECTED CAPITAL SHORTFALL — ACCENTURE

In 1999, Accenture’s analysis showed that CareFirst would have a capital shortfall of approximately
8830 million by 2003. Set forth below are the analyses that were presented to CareFirst’s Board of Directors by
Accenture on November 23, 1999.

($ in millions)

Capital Requirements 2003 Capital Shortfall Estimate
$70 $1,686 $1,686

$830
s§700

$300
$418
H .

ar N
Minimum Investments ~ Consolidation,, Price War | Total 2003 1998 Net Income Estimated
Reserves at Contingency '~ Contingency 2003 Requirement Reserves 1999-2003 Shortfall

$11B Revenue

W lnveslment to build the capabilities to defend the home turf and take advantage of the trend toward consumerism.

N i i y if isition of Kaiser or Mid-Atlantic b to relative market share ($500 million inflated at 7% annually). Price War
Contmgency 1f competitor starts price war ($50 million inflated at 7% armua.lly) Collectively, these two contingencies amount to $770 million. Accenture also refers to a
$800 — $900 million figure in its analysis which refers to spending on mergers, integrations, and price wars / acquisitions.

@ Equivalent to earned “surplus.”

“ Annual earnings based on 1996 — 1998 average of $68 million per year increasing at 7% per year. Inclusion of Delaware would increase annual earnings by approximately
$4 million (1996 level). .

The Blackstone Business Case Report at 23.

Even before to Blackstone's andyss, what is driking is that of Accenture's projected
shortfdl of $830 million, the merger and acquistion component is the vast bulk of the shortfdl.
If one accepts that $830 million is the shortfdl, subtracting out $750 million for mergers and $70
million for price wars leaves a shortfal of capitd spending of only $60 million over a five year
period, 1999-2003, obvioudy much lower than the $830 million. It is reasonable and
appropriate to examine the company's needs exduding the merger and acquistion activity
because, as discussed earlier, there are dgnificant barriers to in market acquigtions.  Antitrust
lawvs may redrain in-market acquidtions. Just as important, however, is Blackstones andyss
showing that CareFirdt's shortfal would be much less than projected, for severa reasons.

0. Blackstone determined Accentur€s estimates of
available cash for capital spending understated
CareFirst'savailable cash

Firgt, Accenture's plan posits a company with $11 hillion in revenue, yet assumes that the
growth in net income, a source of funding for CapEx, would rise much more dowly compared to
revenues. Accenture estimated a 7% increase in net income, 1999-2003, while company data
supports rates of growth between 8.7% and 22%. Andyss of CareFird Busness Case
Response to G. March Chaney and Joseph V. Marabito Rebuttal Testimony,” January 2003, The
Blacksone Group (the “Blackstone Business Case Surrebuttal”) questioned Accenture's
consarvative estimate for growth in net income:

Blackstone believes that there is dill dgnificant evidence to
support agrowth rate of higher than 7% for CareFirst:

[ | As previoudy dtated, CareFirst demonstrated growth in adjusted net income from

continuing operations of 8.7% from 1997. 2002E
1 CareFirst demondtrated growth in adjused net income from continuing

operations of 23.6% from 1997. 1999 and of 25.8% from 1997. 2002E
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when comparing CareFirst as it existed in 1997 (Maryland only) to
CareFirst today
1 In 1999, CareFirgt was projecting 10.0% growth in net income (excluding
GTE write-off), for the next fisca year
CareFirst's long-term growth forecast a the announcement of the
WdlPoint transaction was 15%(1)
CareFirgt's current long-term growth forecast is 15%(2)
CareFirst's projected growth in adjusted net income from continuing
operations for 2001 to 2002E is 15%

Blackstone would aso note that by focusng on continuing operations and
exduding nonrecurring items, the absolute level of recurring net  income
generation is dgnificantly higher. The non-recurring net income figure for 1998
is $100 million. By basing its projected net income off a base figure of $68
million (which incduded severa non-recurring items), Accenture underestimated
CareFirdt's potentid future cash flow. By using $100 million as the 1998 base net
income asumption as opposed to Accentures $68 million assumption,
cumulative net income from 1999. 2003 would equal $615 million instead of
$418 million, a$197 million increase (please see page 19).°

@ CSFB fairness opinion dated November 20, 2001, which noted on page 37 a

15% growth rate in net income for 2003-2006. CSFB noted that the
"2003-2006 projections are CSFB estimates based on guidance from
Chesapeake [ CareFirst] management”.

@ CareFirst projections as of August 2002. CareFirst noted on December 11,

2002 that its forecast for 2003 net income was $111 million, implying a
5% growth rate over 2002. However, management indicated that this does
not impact its esimate of 15% growth in net income over the longer term.

®Assumes a 7% growth rate for comparative purpose.*®

Based on these and other factors, Blackstone concluded that the proposed shortfall
projected by Accenture should be modified by arange of $224 - $277 million.*¢

Blackstone made other adjustments to the Accenture projections, which dso have the
effect of further minimizing the scale of Accenture's projected shortfal. Blackstone projected an
increase in cash flow of $76 - $140 million, which it modified to $20 - $140 million.?*” Fndly,
Blackstone calculated the availability of debt capital that could be available to assist CareFirg in
meding its needs, and tha number was $90 - $171. The following chat summarizes the
Blackstone adjustments, including their modifications after consultation with CareFirdt:

29 The Blackstone Business Case Surrebuttal at 6.

2% |d. at 9.

297 See The Blackstone Business Case Report at 30; The Blackstone Business Case Surrebuitta

at 10.
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Amount Comments
224 - $277 || Represents change in minimum reserves and interndly
generated capitd assuming 2003 revenue range of $8.0
billion - $11.0 hbillion and net income growth of 15% - 22%
(to be conggtent with growth in revenue to those levels)

Add: 76-140 | Cash Flow Adjustments

Add: 90-171 | Debt capital that could be raised by CareFirst on a stand-
adong basis

$390 - $588 || Potentid understatement by Accenture’™

In light of this andyds and revised cash assumptions Blackstone concluded that "CareFirst could
have covered dl of its capital needs (before acquisitions) and had a contingency of $330 million
- $528 million for acguisitions on price war.?*® The amount of the contingency, as noted above
was modified, after consultation with CareFirst, to $334-588. The following chart illustrates this
concluson garting with the $830 million shortfdl identified by Accenture, and then removing
Accenture's understatement, and the merger component.

Amount Comments

($830) | Accenture esiimated shortrall
Less: (700) H onsolidation contingency
Less: (70) H Price War contingency
Less: (390)-(588) M Potential understatement by Accenture
$330 - $528 || Equates to contingency/avalable funds for

acquisition or price war®®

In order to further measure whether CareFirst would have sufficient capital to meets its
non-merger related capitad needs, Blackstone looked at capita spending of other insurers.
Blackstone found that the mean average annua level of capita expenditures for five public
BlueCross BlueShidd plans, including WdlPoint and Trigon, for 1997-2001, was $33million,
with WellPoint at $55million and Trigon a $24 million. For CareFird, the spending average
was $39M for the same period, but its average for 1999-2001 increased to $56 million.**
Blackstone aso looked a other BlueCross BlueShidd nonprofits, such as the plans in
Massachusetts, Florida, and Highmark. For the years 2000 and 2001, CareFirst aso exceeded
the mean of these plans3*

h. The impact of CareFirg's financial management to
make capital expenditures

One theme undelying the busness case in support of its proposed converson is
CareFirst's assertion that "Falure to convert could propel CareFirst - and particularly the

298 Blackstone Business Case at 31, Blackstone Business Case Surrebutta at 20.
29 The Blackstone Business Business Case at 31.

300 |d. at 31.

301 The Blackstone Business Case Surrebutta at 15.

302 |d. at 16.
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Maryland plan - into a vicious downward cycle'®® (Emphasis added). CareFirst argues that the
ingbility to convert and the attendant lack of capitd will mean limited investment in products
and sarvices leading to a loss of membership which in turn leaves fewer members of which
CareFirst can spread its fixed costs. 1d. While this risk seems to apply equaly to al three
jurisdictions, the Maryland plan was sngled out as being at particular risk. The CEO identified
the fact that Maryland's BlueCross/BlueShidd plan, CFMI has a rdaively thin "cushion® in
terms of surplus, placing it below BCBSA standards>®* Mr. Jews posited a worst-case scenario
in which the Maryland plan was placed on the BCBSA's "watch-list", as the company was in
1992. Id. Mr. Jews dso posited a scenario where D.C. and Delaware could move forward and
convert if Maryland denied the converson, leaving the Mayland plan particularly vulnerable if
left on its own as a nonprofit. 1d.

CareFirgt has dso highlighted CFMI's condition in statements to the press. As part of its
announcement regarding year end financial performance for 2001, CareFirgt stated that "we face
some troubling weaknesses with our Maryland operation.*® (Emphasis added). In the press
gatement, these weaknesses were atributable to losses on its open enrollment product, the
SAAC product, losses on its commercial HMO, FreeState, and greater than expected hospital
rate increases. In his testimony Mr. Jews added to these causes the number of mandated benefits
in Maryland and lossesin public programs like Medicare and Medicaid.®*

Because of the concern CareFirst has generated over the condition of the Maryland plan
in particular, it is important to have a full and complete picture of the condition of the plan, and a
ful underdanding of the causes of any financid chadlenges it may face. This issue was
examined by the MIA in the course of its review of the application. In assembling dl the
rdevant data a different picture emerges than the one presented by CareFirst management.
While it does in fact appear to be true that CFMI is not performing at the same levels as the
plans in D.C. and Delaware, the root causes of the differences are not necessarily those identified
by management. In fact, in many cases the causes stem from poor management decisions rather
than "extend" forces over which the plan has no control, such as legidatively imposed
mandated benefits or inadequate reimbursement in public programs.

Before beginning the andyss one point of clarification is necessxy.  Financid
information for insurance companies can be reported in two different ways. Being subject to
fineancdd overdght by State regulators, insurers must comply with "satutory” accounting, those
State laws that govern financid reporting of insurers, laws usudly developed first by the
National Association of Insurance Commissioners and enacted in the individud States. Wall
Street and others typicdly follow "GAAP' accounting, referring to Generdly Accepted
Accounting Principles.  Financia data can vary sgnificantly depending on whether it is reported
on a GAAP or datutory bass. While the rules are complex, there are a few basic differences.
One dgnificant difference is that net income for an insurer reported on a statutory basis does not
indude the income (or losses) of subsidiaries. It is reflected not in the profit/loss statement but
in the balance sheet. In GAAP accounting, the subsidiary gains or losses are reflected in the
parent's net income. The difference is significant in some cases. For example, CFMI's 2001
Annud Statement, prepared under Statutory rules, shows a $43.4 million gain.*®” However,
under GAAP accounting, the company lost $575,000, due to losses by a CFMI subsidiary, the

303 Pre-filed written testimony of William L. Jews, March 6, 2002, at 13.
304 1d. at 14.

305 See February 28, 2002 Press Release.

3% Tegtimony of William L. Jews, March 13, 2002 a 359.

27 Exhibit 245, Annud Income Statement of CFMI.
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FreeState HMO. Public datements issued by insurers regarding their financid condition are
often on a GAAP basis.

Tumning to CFMI's gtuation, it is clear that a number of factors have contributed to its
reportedly negative performance. First, as noted above, CFMI's GAAP loss in 2001 was, under
gtatutory accounting, a gain of $43.4 million because the losses were due to the performance of
the FreeState HMO, discussed in detail below, and under statutory accounting, the losses are not
reflected in the income statement. However, data first gppearing in the 2001 Annua Statements
show that even this $43.4 million gan could have been ggnificantly higher had CFMI not
incurred huge losses in its so-caled "non-risk” busness. As its name implies, non-risk business
is busness that is administered by CareFirst for large dients like school systems. When acting
as an adminigrator CareFirst is not assuming insurance risk.  Although it processes and pays
cdams, for example, it is doing so on behdf of a sdf-insured dient, and the cost of care is borne
by the "client” the school system, rather than CareFirst as an insurer.

It is therefore noteworthy that CareFirst lost $24.1 million on this business in 2001
because the loss gdems not from high medical costs, but rather from CareFirdt's failure to charge
the sdf-insured clients enough to smply cover CareFirst's costs to process the clams and
perform other adminigrative functions. Mr. Chaney the CFO explained that there are expenses
associated with servicing these non-risk accounts, and "the rembursements that weve been dble
to negotiate versus those expenses have not fully recovered our expenses."*®  Mr. Chaney
explained that athough CFMI knew there would be some losses on this program, but:

A dggnificant piece of that non-risk business are governmenta
accounts [with] which we had long term relationships.
Municipdities induding county, city and date, it's important for
us to maintain those rdaionships. Id.

This $24 million dollar loss on the non-risk busness had impacted the overal
underwriting gain recorded on the Annud Statement for dl lines by $19.6 million.*°® Therefore,
had CareFirgt priced sufficiently to smply reach the bresk-even point, without even pricing the
product to be profitable, the underwriting gain reported would have increased by $19.6 million.
It is dso clear from the record that management did not view this as desirable, indicating that its
goa was to achieve profitability.®° Prior Annud Statements show that the "non-risk" business
has ir;liad been risky, for CFMI has incurred losses the three prior years as well, dthough not as
large.

The revelation is dgnificant in this proceeding for two reasons.  Fird, it highlights the
sdectivity with which CareFirst management divulges and explains information bearing on its
finandd condition. CareFirst has frequently blamed its participation in Medicare and Medicaid,
mandated benefits, and inadequate rate increases as the cause of the Maryland plan's troubling
weaknesses.*'? Yet the $24 million loss on the non-risk business in 2001 far exceeds even the
largest amount of loss for either Medicare or Medicaid in any year CFMI participated in either of
those two programs before it exited both.®** None of the press releases explain the role this

38 Tegtimony of Mark Chaney, March 13, 2002, at 399.

309 Exhibit 249, Affidavit of March Chaney, December 20, 2002.

310 Exhibit 18 at 6 of handout titled " Strategy Selection Board Discussion, October 28, 1999."
311 See, CFMI Annual Statements for years 1998, 1999, and 2000.

312 Tedtimony of Jews at public hearing, March 13, 2002, at 357 - 360.

313 See Annud Statements for years 1999 and 2000.
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busness had in CFMI performance, and a the hearings management did not cite it until
specifically asked.

The clear reason for this sdective reporting is that unlike losses in public programs like
Medicad and Medicare, in which the mantra of "inadequate reimbursement from the
government” is used to explan the gStuation, these losses cannot be eedly attributed to some
externd source or event beyond the control of management. Non-risk business is not subject to
state mandated bendfit laws, so the Genera Assembly cannot be the cause. It is not subject to
oversght by the Insurance Commisson, so inadequate rate approvals cannot be blamed. It is not
a federal or state program, so inadequate reimbursement cannot be blamed. This loss is solely
the result of management activity and decison-making, and as such, can only be attributed to

performance. Apparently under such circumstances candid reporting of financia
performance is not desirable.

Second, the financid information illugtrates the gpparent sdectively and subjectivity with
which CFMI views the dgnificance of groups of subscribers. CareFirst made decisons to exit
Medicare, Medicaid and SAAC based on the argument that these were losng money. All of
these products invalve vulnerable populations of high-risk individuds, the poor, or the ederly.
Apparently whatever the test for exiting a line of busness does not apply to long-standing,
higher profile accounts such as school systems or municipdities.

If the sdective reporting of data were an isolated case, it would be unduly harsh to make
these criticiams, but this is not an exception. As noted above, one reason why CFMI on a GAAP
bass posted a loss of $575,000 was the money losing performance of its HMO subsidiary,
FreeState. Closer scrutiny of FreeState reveds the same pattern of diverting attention from
management falluresto externd causesin explaining financid performance.

One magor component of the losses for FreeState is the result of arrangements with
provider groups whose losses FreeState subscribers. One such group is Potomac Physicians,
P.A. According to an independent audit of Potomac CFS, the holding company for FreeState
and asubsidiary of CFMI:

has an arangement with [Potomac] whereby [CFS] funds Al
operating losses. Revenues under this management were
$13,920,000 and $21,332,813 for the years ending December 31,
2001 and 2000, respectively.'

Mr. Chaney confirmed that the "revenues' noted by the auditors were in fact subsidies to
Potomac by CFS3%

This reveation that FreeState was holding a provider group harmless for al its losses
was remarkable. The practice of funneling millions of dollars each year to Potomac is based on
an agreement that appears not to be in writing. According to Mr. Chaney, through the
acquistion of andler HMOs in the 1990's CFMI apparently purchased the obligation to hold the
physcian group hamless for dl losses. The MIA asked for documents evidencing this
obligetion at the February 5, 2003, hearing and none were provided before the record closed on
February 14, 2003, a 500 pm. The MIA's financid examiners in their examination of
FreeState Hedlth Plan, Inc. as of December 31, 2000, also requested documentation of guarantee
arrangements and they were told the arrangements had never been formally documented. As of

314 Exhibit 246, Arthur Anderson audit of Potomac Physicians, P.S., January 26, 2002.
315 Tegtimony of G. Mark Chaney, Day 15, February 5, 2003, at 16 - 28.
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August 31, 2001, the examiners directed the company to execute written agreements, a request
that may not have been complied with. Mr. Chaney aso tedtified that there was not fixed date of
termination for this "Agreement.” The "ownership® sructure of Potomac in relation to CFS is
unclear. Itisconsidered a"controlled afiliate."¢*

Mr. Chaney aso tedtified that the subsdy was liged on a "medicd expense' on
FreeState's books, on the grounds that the losses were incurred for providing care to FreeState
HMO members®’ Listing the subsidiary as a medica expense has the effect of oversating the
amount FreeState is reported to spend on medical expenses.

Mr. Chaney's arguments for booking this subsdiary as a medicd expense are flawed.
CareFirst appears to have no idea why Potomac incurred a loss. There is no direct connection
between the fact that Potomac incurred a loss, and the assumption was due soldly to greater
spending on medicd care than capitation received. More importantly, Mr. Chaney conceded that
some of Potomac's losses were incurred in serving the members of other health plans and
therefore CareFirst was subsidizing the care of other hedlth plans®'®

Mr. Chaney adso testified that when CFMI reported Medicare and Medicaid losses, which
he sad were $35 million combined in 2000 losses on Potomac were included in that number.
However, Medicare and Medicad losses have dways been described in public materids as
resulting from inadequate reimbursement:

The company reported gpproximatdy $16 million in underwriting
losses on its Medicare and Medicaid public sector programs. With
underwriting losses on its Medi-CareFirst product of
aoproximately $11 million in 1999 due to inadequate federal
Medicare HMO reimbursements in the rura counties, the company
decided to stop offering the product in rurd Maryland, beginning
in January of this year.

Press Release of February 28, 2000. (Emphasis added.)

* * * *

CareFirt  BlueCross BlueShidd today announced tha its
subsdiary FreeState Hedth Plan, Inc. will no longer offer a
Medicare HMO product after December 31, 2000. The exit affects
about 32,000 Medicare beneficiaries in 9x metropolitan Maryland
counties plus Batimore City and the Didrict of Columbia

Blaming inadequate federal reimbursements, the company projects
financial losses on its Medicare HMO product, Medi-CareFirst, of
$7.5 million by year's end. That is on top of nearly $25 million in
losses on the product since 1996. Even if premiums charged
Medi-CareFirs members were raised subdantidly, the company
sad its losses would accelerate next year.

316 1d. at 24 - 27.
317 1d. at 30.
318 Testimony of G. Mark Chaney, Day 15, February 5, 2003, at 38.
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Press Release of July 3, 2000. (Emphasis added.)

* * * *

"The public section programs -- Medicare and Medicad --
continue to show dgnificant financia losses,” explaned G. Mark
Chaney, executive vice presdent and Chief Financid Officer for
CareFirst.  "Our Medicare HMO, Medi-CareFirst, has lost more
than $8 million while underwriting losses on our Medicad HMO
total $4.8 million so far this year and are projected to exceed $8
million for the year."

Chaney sad the cost of providing hedth care services to Medicare
and Medicad members exceeded the reimbursements CareFirst
receves from the federd and date government. The problem
worsened when many physician groups who previoudy had shared
the finendd risks of providing care for these members
unexpectedly dropped out of both programs.

Press Release of November 15, 2000. (Emphasis added.)

* * * *

Based on the Arthur Anderson audit, the subsidy to the money losng medica group
Potomac in 2000 was $21 million, which accounts for the mgority of the losses attributed to
these public programs by Mr. Chaney. In light of this apparently undocumented commitment to
cover al losses of an effiliate not owned by FreeState, it is not completely accurate to attribute
such losses to inadequate reimbursement of federal programs. The cause of the losses would
seem to be more accurately described as a busness decision to delegate responshility for hedth
care sarvices to a money logng physcian group and agree to hold the group harmless from dl
losses for whatever reason. While it may be true that some losses incurred by Potomac were
caused by the cost of care for FreeState insured treated by Potomac doctors exceeding initia
capitation payments to Potomac, that cannot be documented. As noted above, the causes of
Potomac's |osses are unknown.

To add to the severity of this problem, Potomac is not the only money losng physcian
group whose losses FreeState covered. According to Mr. Chaney, FreeState also guaranteed the
payments to Patuxent Medicd Group, a holdover from the staff modd of the Columbia Medica
Plan, which was merged into FreeState®® Apparently FreeState became committed to make
guaranteed payments to certain physicians through 2006.

This commitment cost FreeState $12.2 million in 2001. This relaionship was noted ten
years ago in 1993 in the "Report of the Specid Litigation and Indemnification Committee of the
Board of Directors of BlueCross and BlueShidd of Maryland,” dated October 28, 1993. That
report was made in response to litigaion filed agang BlueCross in the case O'Donnell v.
Sardegna, in which dlegations of breach of duty and mismanagement were brought against
certan Board members and officers after the committee completed its invetigation of the
Mayland BlueCross plan. In reviewing clams of mismanagement asserted againgt the Board,
the report states:

39 1d. at 40.
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A number of witnesses noted that Columbia (the "saff modd™
HMO), in paticular, had high operating costs. Vadekin a 9;
Colussy at 2; Sardegna at 26. These codts are attributable in large
pat to employment contracts with members of the physician
group, the Pauxent Medicd Group, tha condituted Columbias
medicd daff. Many of these contracts ran for twenty years and
guaranteed compensation to the contracting physicians without
regard to the profitability of Columbia®

=0 The contracts obligated Columbia to pay approximatdy $10.2 million in
sdary and an additional $900,000 in bonuses. See Exhibit 23 CFHS Combined
Financid Statements a Note 8.

o Mr. Chaney tedtified that these guaranteed payments condituted "medical expenses’ as
well.

These relationships created obvious financia drains on the resources of FreeState. Such
loses are more properly attributable to poor management decisons than inadequate
reimbursement from the federd governmen.

Other examples of money logng ventures exis. In response to a MIA request, CareFirst
adso submitted documentation showing separate losses of $12.6 million for 1998 - 2001
dtributable to bankrupt or defunct provider groups (not Potomac or Patuxent) for which
FreeState was respongble for unpad medicd hbills, or for which FreeState otherwise had risk
shaing arrangements or was forced to take write offs®** In 1999, CareFirst wrote off $22.1
million on a computer project after the vendor withdrew its support for the project.

Other factors than those cited can affect the finendal condition and reporting of the
company. One relates to the tretment of "non-recurring” expenses in the income statement.
CareFirst took issue with Blackstone's estimated growth rate of net income used in Blackstone's
andyss of whether CareFirst had sufficient capitd to meet its needs without a WelPoint dedl.
CareFirst argued that the better measure of net income was to remove non-recurring items from
the statements.

Hndly, in it's farness andyss, the Wakdy Conaulting Group noted that CareFirst had
overstated unpaid daims lidbility by 19.3% at the end of cdendar year 2000, which normdly has
a direct impact on underwriting gains and losses. Claim reserves in 2000 were understated by
$59.8 million. Wakely requested detailed work papers, which showed the $59.8 million in claim
reserves may be offsst due to a discontinued risk sharing arrangement with providers in
FreeState Medicare and Medicad busness. However, coupled with a $6.5 million
overdatement in year-end 1999, the year 2000 underwriting gain appeared to be understated by
$53.5 million.  With further adjustments to the risk sharing and FEP business, Wakdly found the
net effect on CareFirs cdendar year 2000 to be an understated underwriting gain of
approximately $26 million.®**

320 1d. at 42 - 44, Testimony at Public Hearing, Feburary 5, 2003, at 42 - 44.
321 Exhibit 249 to the Public Hearing, February 5, 2003, at 46 - 47.
322 The Wakely Report at 23.
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4, Analysisof CareFirst'sdecision to abandon its nonprofit status

a. Little discussion of the implications of abandoning nonprofit
satus

A review of the record, induding an examination of al relevant Board minutes and
presentations, shows that the discussions that took place a the Board leve regarding the
sgnificance of CareFird's status as a nonprofit company, and in particular the importance of its
mission to provide insurance at "minmum cost and expense’ were largely eclipsed by what was
clearly perceived as the more important issue how to achieve scde and market dominance. It is
true some Board minutes make reference to the fact that such a discussion took place?® Mr.
Altobdlo tedtified that until a "find decison” was made al options, including continuing as a
nonprofit, were on the table'®*** However, the voluminous materias presented to the Board,
reflect no andyss or discusson on the specific implications of dtering the misson of the
company to that of a for-profit company. The dismissa of Highmark on the grounds it had not
converted lends clear support that the change in misson was not viewed as a sdection criteria
that could be accorded any podtive weight. It was consgently viewed as a negative or
dissdvantage because it was perceved to impact the overriding drategic gods of scde and
access to capital.

In none of the presentations or board minutes is reference made to the misson as
aticulated in the bylaws of CareFirst of Maryland. While there is extensve discusson on the
possible benefits of gaining access to capital, there is no discusson on whether a change in
gructure from nonprofit to for-profit would impact subscribers, providers, or the availability and
affordability of hedth care, whether or not the possble benefits of converson might mitigate
these impacts. Furthermore, the material presented to the Board appear pre-determined to lead
to the conclusion the gtatus quo is not an acceptable aternative. These pages have titles such as
“CareFirg Must Act Now...,” and “Do We Redly Need Access to Capital?” and “Why Can't
We Fund Our Capital Needs Internally?’32°

One reason for this falure can be is that in CareFirst's view there is little difference
operationdly between a nonprofit and a for-profit.

b. Is there a difference between a for-profit and a nonprofit
health plan?

The Board's falure to gve adequate consideration to the abandonment of its nonprofit
misson should be viewed as a materid falure in its ddiberations and its due diligence only if
the nonprofit misson and the misson of a for-profit company were materidly different. If there
is no materid difference, then the change in corporate sructure would be immateria to its
misson, and thus the Board could be excused from a falure to consider factors immaterial to the
misson of the corporation. The Chairman of the Board and the CEO both minimized the
digtinction, testifying that the operations of both were basicdly the same.

33 See, e.g., Board of Directors minutes, November 23, 1999, in which there was "extensive
discusson™ on the strategic plan, which included, among other issues, a discussion of "whether
the company needed to remain nonprofit."

324 Tegtimony of Daniel J. Altobello, March 11, 2002, at 242 — 243.

325 Exhibit130, CSFB presentation to CareFirst, Inc. Board of Directors titled A Project
Chesapeake, December 4, 2000.

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 95



There are several sources that shed light on the issue of whether there is a difference
between the goals and misson of nonprofit and for-profit insurers, at least differences that matter
to insureds, HMO members, and the Maryland hedth care market generdly. These sources
indude the Artide of Incorporation of CareFirst of Maryland, the Maryland statutes that govern
the companies operations, judicid decisons interpreting the misson, and, from a practical
standpoint, the activities and conduct of other, smilarly Stuated nonprofit health insurers.

C. The CareFirst of Maryland Articles of Incorporations establish
as the mission of the Company to provide insurance at
"minimum cost and expense.”

CareFirst Articles of Incorporation require that the company provide insurance at
"minmum cost and expense” There is no other charge in the bylaws that specificdly relates to
the misson of the company. On its face this language directs the company to minimize the cods
and expense to those who purchase policies offered by the company. The language creates a
clear duty to the subscribers and insured of the organization.

The meaning of this language can be illuminated with reference to hitorica documents
regarding CareFirst. As previoudy noted, these documents consistently refer to CareFird's
nonprofit misson. In 1959 public hearings were held by the Generd Assembly regarding Blue
Cross's rdationships and payment to hospitds in the state.®?® In those hearings the company
described its "sole reason for exigence' as being "to help the people of this community obtain
the hospital care they need at the lowest possble cost. It is a nonprofit whose first concern, its
fundamenta concern isthe welfare of its subscribers¢?’

This charge, insurance a "minimum cost and expense’ can be contrasted with the
mission of afor-profit company. As CareFirst's own consultant stated:

As a for-profit CareFirg would continue to focus on the
organization's compsitive viability and financid drength, as it
does today. However CareFird's firg priority would be to earn a
return for shareholders."? (Emphasis added.)

This languege creates a very different obligation than that in CareFirst's Articles.
Whereas the languege in the CareFirst Articles creates an obligation or duty to the purchasers of
the product, as Accenture points out, the duty of a for-profit, publidy owned compary is to its
shareholders.

Leonard Scheeffer tedtified that WdlPoint does not participate in programs that creste a
finandd loss for the company.®® In his view as the head of a publicly traded company,
programs that cause financd losses should be funded by the foundations created from the
conversions. Id.

A vivid illugration of the difference between a for-profit and a not-for-profit, and how
the different missons create different duties for the Board of Directors, can be seen in severd

326 Public Hearing of Committee on Blue Cross Insurance of the Legidative Council of the State
of Maryland, 1959.

327 1d. at 11.

38 Accenturel at 14.

329 Tedtimony of Leonard D. Scheeffer, January 31, 2003, at 169.
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nonprofit Blue Cross plans just to the north, in Pennsylvania There, severa regiond nonprofit
Blues plans not only operate but are prosperous. They have been so successful financialy that
the Insurance Commissoner in that State held public hearings to determine if the companies had
accumulated excessve surplus which should be returned to policyholders. These hearings show
that at least some nonprofit Blues plans, are not only committed to, but are taking steps to fulfill
a"socid misson.” which includes recognizing aduty to policyholders, not shareholders.

As one example, the Presdent and CEO of BlueCross of Northeastern Pennsylvania
tedtified in writing that:

While underdanding that there is no dSatutory requirement relaive
to socid misson, we acknowledge that as a not-for-profit Blue
plan doing business in the Commonwedth of Pennsylvania, we are
hdd to a higher standard of socid and community respongbility.
We accept this role and are proud of the actions we have taken to
postively impact the quaity of hedth and life in the communities
of northeastern and north centra Pennsylvania®*

The President and CEO of Highmark described the obligation of a nonprofit in this way:

We are a [dc¢] both an insurer, sdling products and services of
vdue to our customers, and a nonprofit company that recognizes
its specia obligation to pay for the care and administer the benefits
of a population that many insurers will not, or are reluctant to,
insure.  Who are these people that some choose to ignore? They
tend to be in poorer hedth. They tend to be older. And, they tend
to have limited income or work in occupations or businesses, often
comprisng smdler groups, with higher hedth risks. For these
groups and individuds, our products are often their only option.
And, with the inherent risk resdent in this population comes
greater financid risk for us and, in part, another reason for us to
have adequate surplus. These people are dready vulnerable
through no fault of ther own. Why should we, by running our
companies, by running our companies on a shoestring exacerbate
their plight? As noted previoudy, many insurers do not routingy
make these populations part of their risk pools. These actions,
then, create even more demand for the Blues to uphold ther
commitment to small groups, individuals and those who wouldnt
have insurance otherwise 33"

According to the information provided by Highmark, it subsidizes a a loss, two
programs for children, a "Speciad Care" program and the Children's Hedth Insurance Program
for the Commonwedth of Pennsylvania, by more than $55 million.®*? Its totd spending in socid
mission is $65.6 million3** Unlike CareFirst, Highmark considers itsdf "the insurer of last
resort.”

330 Tegtimony of Denise Cesare , President and CEO, BlueCross of Northeastern Penndyvania,
before the Pennsylvania Insuance Commissioner, Wednesday, September 4, 2002, at 3 —4.

331 Tegtimony of John S. Brouse, President and CEO, Highmark, Inc., before the Pennsylvania
Lgsuance Commissioner, Wednesday, September 4, 2002, &t 4.

- ﬁ a7.
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The Presdent and CEO of Independence Blue Cross (“IBC’) tedtified that while IBC
only receives a $6 million tax-exemption due to its nonprofit status, it would continue to fulfill
IBC's "socid misson” even if the tax break were repealed. According to that testimony IBC
sayed in the Medicare+Choice program when other companies withdrew, and IBC's children's
programs help Pennsylvania.  The CEO reiterated IBC's commitment to maintaining its status as
a nonprofit with no plans to convert, beieving that IBC's structure "absolutely benefits our
customers and our community, and that is why we have no plans to dter this structure, no intent
to convert Independence Blue Cross to a publicly traded for-profit plan.”*3*

Like the Highmark CEO, the IBC CEO tedtified that IBC subsidized premiums to the
nongroup (individud) market. In his testimony the CEO tedified that in 2003 IBC would
provide direct and indirect subsidizes of over $18 million to these products. Findly, the CEO
cited an operaing sructure smila to CareFird's as the main reason for its success. The
edablishment of for-profit HMOs that are whaly owned subdsdiaries of the nonprofit Blues
plan. The"profits' from the for-profit subsidiaries permit IBC to fund the socid missons.

The philosophy outlined in the testimony of the executives of the Pennsylvania
nonprofits aso contrast sharply with that of Leonard Schaeffer on the same topic of whether
some products should be subsidized or sold at aloss.

We try and make sure that every product we offer has value and
every product offers a return. So we would not want to <dl
products that have losses and we have an underwriting and pricing
process to try and be very rigorous about that.>**

d. Court cases show the Board had a duty to consider the
impact of itsdecision to abandon its nonpr ofit status.

As noted earlier, there is a diginction between the operations of a company and the goals
and misson of a company. There is no disagreement that in many ways for-profit and nonprofit
insurers mus operate in smilar ways. But those similar operations may be employed to further
different gods. And those different goads create different lega obligations for the boards of
directors. One court explained the difference this way:

...[B]ecause the missons of the two types of corporations are
different, the duty of loydty is defined differently. The officers
and directors of a for-profit corporation are to be guided by their
duty to maximize long term profit for the benefit of the corporation
and the shareholders. A nonprofit public benefit corporation's
reason for existence, however, is not to generate a profit. Thus a
director's duty of loydty lies in pursiing or ensuring pursuit of the
charitable purpose or public benefit which is the misson of the
corporation. (Emphasis added.) 2002 WL 31126636 (TENN. CT.

APP.)

334 Tedtimony of G. Fred DiBona, Jr., President and CEO, Independence BlueCross before the
Pennsylvania | nsuance Commissioner, Wednesday, September 4, 2002, at 9.
335 Tedtimony of Leonard D. Schaeffer, March 11, 2002, at 30 — 31.
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This duty of seeking to pursue the public benefit for which a nonprofit is established
trandates in this case into a duty of the Board to make reasonable efforts to determine not only
the impact of change in gatus on its policyholder, but also to ensure whether other means exist
to further the public purpose without resort to a change in the nonprofit status.

The documents and hearings from the Pennsylvania proceedings illudrae a dgnificant
flaw in the Board's ddiberations on whether or not it needed to convert to a for-profit company.
There is no demondrable evidence suggesting that the Board made any appreciable effort to
examine the operations of other nonprofit Blues plans to test the assumptions and hypothesis of
its management and its hired expert that change, and ultimady change to for-profit, was
necessary. For example, when management declared that CareFirst was no longer the insurer of
last resort and would exit unprofitable segments and contracts, there was apparently no
resgance from the Board on this seemingly unilatera change in corporate direction. It would
have been reasonable for the Board as stewards of the Company to investigate whether other
nearby Blues plans had aso abandoned their socia mission.

The experience nearby in Pennsylvania demondrates that a least in that State Blues
plans can not only survive but dso thrive as a socid misson oriented nonprofit if the level of
aurplus is any indication of a thriving plan. Of particular note is the fact that some of the
Pennsylvania nonprofits do not even have the scde CareFirst enjoys today, yet they have
pursued thar misson and increased surplus at the same time.  In addition, Mr. Marabito, of
Accenture, acknowledges that nonprofits have successfully achieved scae and become good
success stories without converting.®*  In fact in seeming contradiction to the 1999 Board
material urging the Board to opt for a converson if the opportunity came adong, Mr. Marabito
later tedtified that "corporate form,” whether a company is for-profit or nonprofit is less relevant
than smply having what it needs to compete. 1d.

It may cetanly be the case tha State laws or market conditions do not make
Pennsylvania comparable to Maryland, D.C., and Deaware, and thus there could be legitimate
reasons why the success enjoyed by the nonprofits in Pennsylvania, could not be replicated here.
But the Board never inquired and took at face value the assumptions of management and
Accenture. As noted earlier, in fact the whole Strategic Planning process seems pre-determined
to lead to recommendations that, in dl likelihood, would require a conversion because the RFP
for services set out in detall the god of building scale through acquidtion and merger. Mr. Jews
acknowledged that the basic strategy pursued from 1993 involved growth and expanson.®*” One
of the potentiadl merger partners was Highmark, a nonprofit that brought more scde to CareFirst
than Trigon. Yet Highmark was rejected because it had not converted.

Had the Board made even a modest assessment of the universe of remaining nonprofit
Blues plans, it would have redized that many plans are committed to the nonprofit modd, to the
socid misson. Most ascribe to that model, and most importantly, appear to be on solid financia
footing.3*® If the Accenture assumptions were universdly true, common sense would indicate
that dl smdler regiond nonprofit Blues would die on the vine. Pennsylvania suggedts this is
catanly not the case. By permitting the development of a culture that CareFird's goas were
indiginguisheble from a for-profit company, as didinguished from its operations, without at
leest rasng basic, sdf-criticd quedtions about whether this course was inevitable, without
examining the operations of other smilar Blues plans that did not share this view, the Board

336 Tegtimony of Joseph V. Marabito, April30, 2002, at 35.

337 Tegtimony of William L. Jews, March 13, 2002, at 307 — 310.

338 See, Robert Cunningham, Douglass B. Sherlock, Bounceback: Blues Thrive as Markets Cool
Toward HMOs HEALTH AFFAIRS, Jan/Feb. 2002, Val. 21, No. 1.
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faled to act with due diligence. Further evidence of the Board's one-sided andlysis of the
arguments in favor of converting is outlined in detaill in The Blackstone Business Case Report,
and in The Brown Due Diligence Report.

e. In changing its operations to act like a for-profit,
CareFirst also adopted the goals and missions of a for-
profit company.

The CEO of Blue Cross of Northeastern Pennsylvania made the statement quoted above
regarding the misson of the company while at the same time acknowledging that "a Blue Plan,
despite being organized in a not-for-profit corporation, absolutely must manage itself as other
companies do by sdling products, charging a competitive market rate, and, when appropriate,
planning for a margind return on revenue to assure financia profitability.**®  This is an
important point. There is a distinction between the ways a company is managed, and the goals or
mission that should infuse mgor decision-making.

The CFO of Northeastern Pennsylvania tegtified that," while recognizing that we are
organized as a nonprofit and have different corporate goals, our business operations are quite
smilar to that of for-profit companies.” Accenture also recognized that a change in structure to
for-profit and its attendant duty to its shareholders would necessitate changes to the operations
of acompany:

A change in corporate form would require CareFirst to introduce
more dringent financid discipline in order to ensure more
predictable, stable earnings, in response to shareholder demands.®*°

The management of CareFirst sees little distinction of consequence between a nonprofit
hedlth service plan and a for-profit insurer. When asked whether there was a difference between
his duties and obligetions to customers as a nonprofit, and Leonard Schaeffer's duties to
shareholders as CEO of a for-profit, Mr. Jews replied that “the responsibilities were the same."®*
The Chairman of the CareFirst Board, Mr. Altobello, was asked at the public hearings whether
"...the role of CareFirst as a nonprofit hedth service plan figwed into [the discusson on
drategic dternatives].” Although he stated these discussions occurred, Mr. Altobello stated "To
me [CareFirg ig] not redly nonprofit.”

The minutes of the Board of Directors even more dramaticaly demondrate that
management of CareFirst did not view ther corporate misson as redraning or guiding ther
busness activities. These minutes demondrate that in making decisons regarding pricing of
insurance products, or even decisons to continue to offer certain products, whether or not the
product was "profitable’ was the key, and often the only determinant. For example:

() In the October 1999 Board meetings, Mr. Jews indicates that CareFirst was
"evalving into a new company”, was "not the insurer of lagt resort” and was
"more profit oriented.” The company was "seeking profitable busness;, exiting
unprofitable segments.”

339 Testimony of Denise Lesare, President and CEQ, BlueCross of Northeastern Penndyvania,
before the Pennsylvania Insuance Commissioner, Wednesday, September 4, 2002, at 3 — 4.
30 Accenturell a 14.

31 Tegtimony of Willliam L. Jews, March 13, 2002, at 325-326.
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o In the lengthy presentation to the Board of Directors in December 2000, regarding
the 2001 gods, one agenda item is entitted "Maximize Net Margin* In this
presentation, the following goas were presented: "Exit Unprofitable Segments**?
and Exit Unprofitable Contracts.” [p. 7.4]. The 2001 strategy for the under-65
individud market is described as "Maximize Profitability (Potentid Partia Exit)."
For the smdl group market of smdl business, the dtrategy is "Return” (Potentia
Patia Exit)." Both Medicad and the Medicare HMO product strategies were to
exit the market.

o In a December 2001 presentation to the Board, the Chief Financid Officer
presented the following 2002 God: "Taget [underwriting marging in Al
segments, exit unprofitable segments’.®**  As part of this presentation the Board
was informed the "Critical Success Factors' for the year 2002 were "Aggressive
rate filing drategies’ and "Disciplined Actuarid and [underwriting] Policies and
Processes." Notably, the "Vison" of the company for 2005 was to "improve the
[underwriting] margin form 0.9% to 1.4% to support 15% annua bottom line
growth.” (Emphasis added.) This last point is a theme which dominates recent
Board presentations and materids.  the company is seeking 15% annua "bottom
ling" growth, referring to growth in net income, the "bottom ling" as opposed to
"top ling' or revenue growth. To achieve these gods and revenue growth,
CareFirgt will "Increase Premiums 15%".

All of these gods and objective are identica to those articulated by for-profit companies.
Premium increases are premised on growth objectives and "underwriting margins' rather than
whether these increases would further the goa of providing insurance a "minmum cost and
expense” to subscribers.

To suggest that these documents show an ingppropriate focus on the profitability of
products or the company as a whole is not to suggest a nonprofit cannot be profitable. Of course
any non-chariteble nonprofit must ensure its revenue exceeds its expenses and reserve
requirements to continue as a viable entity. It is therefore true that there are some similarities
between the business operations of a nonprofit hedth insurer and a for-profit insurer. But the
fact that there are important Smilarities in their operations, or in the generd business imperative
that revenues exceed the costs of doing business, does not mean that the ultimaie purpose or
mission of the two types of organizations are identicd. A for-profit company seeks to maximize
vadue for its shareholders. This misson for example, would generdly require not only that rates
be aufficent to cover expenses, but that rates be established to maximize the profit margin of the
product in question. A price for insurance that maximizes profit for the insurance company may
not be the price that ddlivers the product at the least cost to those who buy it.

There are other examples of CareFirgt faling to consider the mandate of its
bylaws to the possble detriment of its subscribers. In 2001, CareFirst filed rates with the MIA
for its open enrollment SAAC product that in some cases would have involved increases of more
than 50% for exiding insureds, and for some products more than 200% over existing products.
The Insurance Adminidration rejected the proposed increases because CareFirs was receiving
discounts on its hospitd rates as a quid pro quo for offering the voluntary SAAC products, and
the discount amounted to tens of millions of dollars in excess of the losses CareFirst clamed on
the SAAC products. The MIA approved lesser increases for some products and none for others,

342 Exhibit 18, handout entitled "Executive Session, Board of Directors Meeting,” October 28,
1999; William L. Jews' a pagetitled "Preamble.”
33 Handout at Board of Directors Retreat, December 3, 2001, CF-0022401.
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aguing that large proposed increases would not make the product "affordable’ as its name
implies, and that CareFirst was obtaining a large benefit in the form of hospital rate discounts
that it was not returning to its subscribers in the form of lower premiums. The Hedth Services
Cost Review Commission agreed with the gpproach taken by the MIA.

Remarkably, CareFirst sued in the Circuit Court for the right to charge the
premiums the MIA had determined were excessve, and sought to prohibit the MIA from
conddering the tens of millions of dollars in rate discounts CareFirst received as relevant to
whether CareFirst was losing money on the SAAC product. Although the Circuit Court agreed
with CareFirst. The Maryland Court of Special Appeds reversed the Circuit Court in a
unanimous, reported, opinion, upholding the MIA and rgecting the reasoning of CareFirst.
While the litigation was pending, CareFirst the next year sought increases of the same
magnitude. There were largely regected by the MIA.

CareFirst's handling of the withdrawa of its mid-based HMO from the market provides
another vivid example of how CareFirs management did not fed condrained by its nonprofit
misson. FreeState was the for-profit HMO subsidiary of CareFirst of Maryland. At one point,
CFMI paticipated in both the State managed-care Medicad program and the Federa
Medicare+Choice program through FreeState. CareFirg clams that mounting losses in these
prograns led to CareFirdt's decison to withdraval FreeState's participating in both public
programs. FreeState relied on a system of contracting with provider groups and capitating these
groupsin order to limit the insurance risk to FreeState.

Due to the insolvency of certain of these "downstream risk" contractors, provider groups
with whom FreeState had contracted, FreeState and CFMI concluded that the capitation model
was not a workable ddivery system and began to phase out this model.*** As FreeState took
back the insurance risk it had previoudy contracted away, it claimed to struggle financidly. Its
losses mounted and numerous presentations from management to the Board of Directors blame
those losses on the public programs aong with inadequate rates in the post-downstream risk
period.** The decison was made to merge FreeState into the HMO subsidiary of GHMSI, then
known as CapitalCare. CapitalCare was renamed BlueChoice, and BlueChoice was dated to
become the single, "regiond™ HMO for the entire service area of the combined CareFirst market.

The problems arose when CareFirst made a decison to require the HMO members of
FreeState to be "reunderwritten” to qualify for a BlueChoice product. As a consequence,
thousands of FreeState HMO members who were hedthy when they firgt joined FreeState and
had "passed” medica underwriting had since developed medica conditions that caused them not
to qudify for the BlueChoice underwritten products. The problems created by the decision to re-
underwrite FreeState insureds was exacerbated by the fact that BlueChoice employed more
dringent underwriting standards than did FreeState’*® As a result, some FreeState individuals
were not offered policies with BlueChoice, some qudlified for policies only with "exclusionary
riders' that excluded coverage for a particular medica condition, and some were only offered
coverage with higher deductibless The MIA received 30 complaints from individuas with
canceréndiabet%, high blood pressure, and hearing loss who were adversely affected by this
action.

344 See Minutes, CareFirst of Maryland Board of Directors Meeting, April 26, 2001, at 2.

35 See Minutes, CareFirst of Maryland Board of Directors Meeting, July 25 - 26, 2001, at 2.

346 See October 18, 2001, letter from Commissioner Larsen to the President of the Maryland Senate,
and Speaker of the Maryland House.

37 See November 15, 2002, Memorandum to Commissioner Larsen from Joy Hatchette, Associate
Commissioner for Consumer Complaints.
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The impact, however, was more widespread. As to the fate of those thousands of
FreeState members who did not qudify for the BlueChoice HMO coverage, CareFirst agreed to
offr them coverage in the CareFirst of Maryland, Inc. open-enrollment SAAC product.
However, the CareFirg SAAC policy was not an HMO product but was an indemnity policy
with high deductibles and condituted a diminution in coverage by former HMO enrolless.  In
addition, this increase of SAAC enrollees from FreeState products caused the other SAAC
carriers to announce ther suspension in the SAAC program. Data from the Health Services Cost
Review Commisson (“HSCRC’) show a huge spike in SAAC enrdllees after the Freestate
activity, risng from 3853 in 2000 to 5828 in 2001. In 1999 there were 3962 enrollees.

In this gtuaion, no law compelled CFMI to require FreeState insureds to undergo
medicd underwriting. The entire "book of busness' could have been transferred to the new
company, BlueChoice. CareFirst viewed these scker individuads as unprofitable, and dtated it
would not be far for the BlueChoice members to crosssubsdize the "dcker” FreeState
members.  No documents, Board minutes or presentations suggest that the Board made any
attempt to calculate the impact on these FreeState members, or, whether transferring the
members to BlueChoice without underwriting would have had a materia impact on the
profitability of BlueChoice.

CareFirst broke no law in purang this course of action. State law permitted
separately licensed HMOs to withdraw from a market with proper notice. However, what was
being accomplished through the withdrawa of one CareFirs HMO, FreeState, from the market
and the routing of “preferable’ business to another CareFirss HMO, BlueChoice, was the
shedding of the less hedthy FreeState members out of the medicaly underwritten pool.
Although FreeState was "withdrawing', an dfilisled HMO owned by CareFirst was maintaining
afull presencein the market but accepting "only” hedthy FreeState members.

This action, it was argued, would have enabled CareFirst to be more “competitive” by
having a book of business with hedthier, lower cost individuals. However, this business goa
was achieved at the expense of less hedthy, FreeState HMO members.  This type of sdective
withdrawa from the individud hedth insurance market based soldly on hedth status was the
type of conduct which HIPAA, and our corresponding state laws were intended to prevent.
While Maryland law contained a loophole that permitted this conduct, as noted above, it was
imrnediatelex8 closed the following legidative sesson in legidation amed <specificdly a
CareFirst.

This episode illusrated how the "profitability” of BlueChoice outweighed the significant
negative consequences to thousands of FreeState enrollees who were nonrenewed. It is an action
vadly at odds with the type of conduct the CEO's of the Pennsylvania BlueCross plans as their
misson. Indeed, it is hard to imagine a more profit-oriented action taken a the expense of a
raivedy smdl but vulnerable population of sicker CareFirst members.  This unfortunate
inddent was foreshadowed by those Board presentations in which management described
CareFirg as "seeking profitable business” and “exiting unprofitable segments.”

38 See House Bill 754, Acts of 2002; 88 15-1308(g)(3) and 15-1308(h) - (j) of the Insurance
Article.
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B. SUMMARY OF KEY POINTS RELATING TO THE DECISION TO GROW
THROUGH MERGER AND ACQUISTION.

Since the management of the company changed in 1993, it has been a continual goal
of the company to expand.

CareFirgt attempted to engage in a conversion in 1995 in its attempt to establish the
FreeState HMO as a stock company. This effort was disapproved by the Insurance
Commissioner. CareFirst of Maryland cited a need for access to capital as the reason for
that effort.

Expansion efforts have been implemented through the business combinations of
CareFirst of Maryland, GHMSI, and the Delaware BlueCrossyBlueShield Plan. The stated
reasons for the business combinations were to enable the combined companies to better
compete through efficiencies gained from larger scale. The Company has asserted that
these combinations have resulted in efficiencies for CareFirst generally, and for the
Maryland plan in particular.

Some of the most important goals of the business combination, as articulated by
CareFirst management in support of the business combination between the D.C. and
Maryland plans, have not yet been achieved and ar e behind schedule.

C. SUMMARY _OF KEY POINTS RELATING TO THE STRATEGIC PLAN
DEVELOPED BY ACCENTURE IN CONJUNCTION WITH MANAGEMENT AND
ADOPTED BY THE BOARD THAT LED TO THE DECISION TO ENGAGE IN AN
ACQUISITION:

Following the business combinations with D.C. and Delaware, CareFirst continued
to consider expansion opportunities, and retained Andersen Consulting, now Accenture,
through an RFP processto assist in its strategic planning.

The RFP issued by the Board in 1999 to obtain strategic assistance reveals that the
basic strategic objective of the Company was largely agreed upon even before the Board
engaged an expert. The RFP states that CareFirst's objective was to gain scale through
regional mergersand acquisitions.

Accenture worked in conjunction with CareFirst management to develop strategic
goalsto present to the Board.

Accenture, in conjunction with management, estimated a significant shortfall in
CareFirgt's ability to make needed capital investments in the long term, in order to stay
competitive. The majority of the capital shortfall identified by Accenture was for mergers
and acquistions and a lesser amount was for investments in technology, e-commerce, new
products, and other capital expenditures.

Accenture, in conjunction with management, advised the Board that to remain
competitive, CareFirst needed to be a much larger company with the following goals and
characteristics: $8 - $11 Billion in annual revenues, membership of 4.2 to 6.1 million,
underwriting margin of 1%-2%, market share of three times the next competitor, and
surplusof $1.5to $1.7 Billion.
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Accenture advised the Board that achieving the strategic goals was more important
to the Company than whether the Company was for -pr ofit or nonpr ofit.

The Board adopted the Company goals and characteristics developed by Accenture and
management as the strategic goals of CareFirst. These goals served as a basis for entering
into the transaction with WellPoint.

D. Summary of key points relating to the mergers and acquisitions component
of the strategic plan:

In 1999, Accenture emphasized to the Board the goal of " geographic dominance,” which
assumed that the higher the Company's relative market share, the better it would be able
to perform. Accenture advised the Board that, while there were some advantages to
"absolute scale,” it was more important to achieve geographic dominance, or "relative
scale” The Board was informed that " Absolute scale does not appear to generate any cost
benefits.” The Board was provided with advice that absolute scale did appear to correlate
to better underwriting results.

CareFirst could not achieve the strategic goal of becoming a company with $8 to $11 billion
in annual revenues, asidentified by Accenture, without combining with another company

Of the $1.0 to $1.3 billion in capital Accenture estimated CareFirst would need for the
period 1999 - 2003, $800 - $900 million was for mergers and acquisitions.

Accenture identified the need to make offensive and defensive acquigtions in CareFirst's
market asajudtification for the $800-$900 million dollar shortfall it identified.

In considering the strategic plan that led to the Proposed Transaction, the Board failed to
consider that the State and Federal antitrust laws potentially created a sgnificant barrier
to any in-market acquisitions because of CareFirst's dominant market share. Yet capital
for defensive and offensive acquistions were a dgnificance component of the strategy
identified by Accenture and management.

While there are potential benefits to mergers and acquisitions, data show there are
potential risks of failure as well. Difficulties associated with mergers and acquisitions can
have a negative effect on CareFirst's competitive position and undermine the strategic goal
of maintaining high relative market share.

CareFirst documents acknowledge that Aetna's consolidation efforts in CareFirst's market
created competitive difficultiesfor Aetna.

Two competitors of CareFirst that have large scale on a national basis, Aetha and Cigna,
have both experienced negative results, and in Aetna's case, large scale has resulted in
some contraction rather than expansion.

In conddering the drategic plan that led to the proposed acquistion, the Board failed to
consider that, while there were possible benefits associated with a merger or acquisition,
thereare also risks associated with that strategy.

The strategic goals rdating to the desired size of CareFirst, a Company with $8 - $11
billion dollars per year in revenues, were developed based on CareFirst maintaining a
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congtant sze in relation to other, national, rather than regional, companies operating in
CareFirst's market, such as Aetna and United. Those two plans had less than one-third of
the market in Maryland than CareFirst had in 2000 and 2001. Blackstone described this
strategic goal of striving to be an $8 - $11 billion dollar ayear company asarbitrary.

While increased scale may have potential benefits, empirical evidence reviewed by
Blackstone does not show a clear relationship between scale and operational efficiencies.
Other analysis suggeststhereisno correlation between scale and efficiency.

CSFB generally validated Accenture's estimates for CareFirst's needed capital
expenditures, and its analysis agreed with Accenture's in that the majority of the funds
that were predicted as a shortfall related to spending by CareFirst for mergers and
acquisitions.

CSFB did not believe that the amount of capital identified by Accenture as necessary for
mergers and acquisitions was sufficient to make acquigtions outsde the current CareFirst
mar ket.

WéIPoint has made no decision or commitment to CareFirst regarding whether it would
fund acquidtions either in CareFirst's current markets or contiguous to the current
mar ket.

E. SUMMARY OF KEY POINTS RELATING TO THE STRATEGIC GOAL THAT
CAREFIRST MAINTAIN A RELATIVE MARKET SHARE OF AT LEAST THREE TIMES
ITSNEAREST COMPETITOR:

The Board was presented with data showing that CareFirst's market share was shrinking
and that the market share of certain competitors was growing. However, at all times
relevant to the Proposed Transaction, CareFirst's market share was at least 2.7 times the
market share of the nearest competitor, and in some markets and products, CareFirst's
mar ket sharewas higher. CareFirst's overall market share hasincreased since 1995.

CareFirgt is the dominant health plan in Maryland with approximately, 43%- 46% of the
overall market in 2001. In 2001 in central Maryland, CareFirst had 48.6% of the market.
In the sameyear, MAM S| had 16% of the Maryland market and Aetha had 13%.

In the material providedto the Board showing changes in market share, one reason for the
apparent increases in market share of some of CareFirst's competitors was that they had
consolidated, so that the larger shares were the result of two smaller shares being
combined.

The data provided by Accenture to the Board in support of the need to maintain a market
share of at least 3 times the nearest competitor showed no appreciable difference in
advantage between a market share of three times the nearest competitor and a share only
two times that of the nearest competitor. CareFirst is in the range of 2 times to 3 times the
mar ket share of the next nearest competitor.

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 106



F. SUMMARY OF KEY POINTS RELATED TO THE CAPITAL EXPENDITURE NEEDS
NOT RELATED TO MERGERSAND ACQUISITIONS:

In conddering the adoption of the strategic plan and goals, the Board was not presented
with a specific list of proposed capital expenditures that could not be implemented, or
which wer e delayed, because of the lack of accessto capital.

While Accenture cdaims that CareFirst has had to sequence capital investments because of
inadequate capital, CareFirst acknowledges that for-profit companies must also sequence
investments.

Even as a for-profit company, WellPoint does not have unlimited access to capital and
mugt prioritizeits capital spending.

Data show that for the period from January 1997 to June 30, 2002 public, for-profit
companies did not access capital markets, i.e., issue stock, in order to raise money for non-
acquisition capital investments. These data show that typically these companies did access
capital marketsfor acquisition purposes.

There is no evidence that WelPoint has indicated to CareFirst how much capital would be
available to CareFirst after the acquistion, or what projects would be funded that are not
currently funded. Leonard Schaeffer testified that decisions regarding CareFirst's capital
gpending after the acquisition have not been made.

While the board was advised early in the process that one way to access capital was to
convert to a for-profit BlueCross BlueShield plan as some plans had done, the Board did
not determine why other smilarly situated nonprofit BlueCross BlueShield plans did not
view the lack of access to capital markets as a compelling reason to engage in a business
combination such asa conversion.

Based on data developed by Blackstone, the mean average annual spending for capital
expenditures for comparable private nonprofit BlueCross/BlueShield plans was $66.4
million. CareFirst's annual capital expenditures for the years 2000 and 2001 was $63.0
million.

Based on data developed by Blackstone, CareFirst's annual capital expenditures for the
years 1997 - 2001 were higher than the mean average annual capital expenditures for for-
profit Blues plans, and for regional non-Blue plans.

In 2001, CareFirst management presented information to the Board and Standard &
Poor's implying that CareFirst was making significant progress in investments in e
commerce and information technology. These presentations to the Board and Standard &
Poor's contained no suggestion that progress in these areas was impeded by a lack of access
to capital.

In November 2001, Accenture provided industry wide data to the CareFirst Board
regarding the estimated capital spending for large health plans (, in excess of $500 Million
in annual revenues) for the next three to five years. These figures going forward, for some
categories such as new product development and IT infrastructure improvements, were
significantly lower than the estimates made by Accenture for CareFirst in 1999. There is
no evidence that the Board questioned why there was a dramatic change in the 1999
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numbers and the 2001 numbers for comparable categories. CareFirst was spending within
the ranges of several categories of spending identified by Accenturein 2001.

From 1996 to 1999 CareFirst spent $179 million on capital expenditures. For the years
2000 and 2001, the range of CapEx spending was $60 to $70 million per year.

In 2003, CareFirst presented to the MIA a document entitled “Unimplemented Capital
Expenditures as of December 31, 2002. Many items on thislist are in fact in the process of
being implemented. In other cases, the projects are unimplemented because the Proposed
Transaction caused management to delay implementation.  Still others must await the
completion of earlier projects.

As determined by Blackstone, taking into account CareFirst's debt capacity, Accenture
may have under stated the cash available to CareFirst for capital expenditures. The amount
of the possible understatement ranges from $330 million to $528 million. Based on this
undergatement, CareFirst could cover all of its capital needs, excluding mergers and
acquisitions, and have a contingency of $330 - $528 million.

CSFB, an advisor to CareFirst, estimated CareFirst's capital needs and provided this to the
Board before the formal bidding began for the company. These estimates from CareFirst's
own advisors were that if the projected needs for mergers and acquisitions were excluded,
CareFirst would have sufficient capital to meet other needs, such as spending on e
commerce and information technology. Excluding acquisition spending, and including debt
financing, CSFB estimated that CareFirst would have $306 - $446 million.

G. SUMMARY OF KEY POINTS RELATING TO WHETHER MORE _EFFECTIVE
MANAGEMENT OF THE COMPANY AND OVERSIGHT BY THE BOARD WOULD
FURTHER IMPROVE THE FINANCES OF CAREFIRST, WHICH IN TURN WOULD
LESSEN THE PERCEIVED SHORTFALL IN_AVAILABLE CAPITAL FOR INVESTMENTS
IN PRODUCTS, E-COMMERCE, AND INFORMATION TECHNOLOGY':

The financial performance of CFMI has been singled out by management as weaker than
the performance of either the D.C. or Delaware plans.

CareFirst management asserts that CFMI is particularly vulnerable to the competitive
pressuresthat the Board has cited in support of the transaction.

In press releases and testimony given in connection with this transaction, CareFirst
management has attributed this weaker financial performance by CFMI to mandated
benefits passed by the Maryland General Assembly, inadequate reimbursement from the
federal and state governments in connection with Medicare and M edicaid, and inadequate
rate approvalsfrom the Maryland I nsurance Administration.

CareFirst, has received subsidies from the State of Maryland in the form of a premium tax
exemption, and also a hospital rate discount in return for offering an open enrollment
product, the" Substantial, Available, and Affordable Coverage® (“ SAAC”) product.

The " net" value of these benefits to CareFirst for the years 1997 - 2001, after considering
losses sustained in the SAAC program, Medicare, Medicaid, and the Senior Prescription
Drug Program is estimated to be a total of approximatey $130 million dollars. CFMI
received the vast majority of these benefits.
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A dgnificant contributing factor to the performance of CFMI on a GAAP bass is the
performance of the FreeState HM O, a subsidiary of CFS, which in turn is a subsidiary of
CFMI.

Business arrangements in which FreeState funds the losses incurred by two separate
physician groups, one of which is not owned by FreeState, caused tens of millions of dollars
in losses for FreeState just in 2000 and 2001. In 2000, FreeState subsidized Potomac
Physicians, P.A. losses in an amount of $21 million, and subsidized $13.9 million in 2001.
FreeState subsidized the losses of Patuxent Medical Group for $12.2 million. These
business arrangements are not set forth in any documents provided to the MIA,
notwithstanding the MIA's request for copies and additional request that oral agreements
be reduced to writing.

Because the agreement with Potomac Physicians, P.A. requires FreeState to subsidize all
losses for the group, and the group sees patients on behalf of other health plansin addition
to CareFirgt, CareFirgt is subsdizing losses incurred by the physician group that the group
incurs for treating patients insured by other health plans rather than CareFirst. While
CareFirst estimated that this number was small in 2000 and 2001, and could be larger in
2002 and beyond, it asserted it could not determine how much it was subsidizing the losses
arising from treatment of the customer s of its competitors.

In 1998 - 2001, FreeState incurred an additional $12.6 million in losses due to the
bankruptcy and discontinuation of other provider groups with whom FreeState contracted.

In 2001, CFMI lost $24.1 million on its " non-risk” business -- business for which it does not
assume insurance risk but rather administers claims and provides other service for a
negotiated fee from the account it is servicing. CareFirst failed to negotiate a fee that
covered its expenses. If the business had been priced at a break-even level, the net
underwriting gain reported by CFMI of $43.4 million (statutory) would have increased by
$19.6 million. This loss is disclosed in material filed with the MIA but is not contained in
public statements regarding CareFirst's financial condition such as press releases and pre-
filed testimony.

In 1999, CFMI wrote off $22.1 million in software development costs due to a failed claims
system development proj ect.

Since 1999 CFMI and its subsidiaries have sustained tens of millions of dollars in losses for
reasons related to management decisons and action or inaction, rather than the reasons
cited publicly by management, such as mandated benefits and inadequate rate approvals
or reimbur sement from the federal or state governments.

The Board has accepted the public explanations offered by management, even though
information filed with the MI1A and available to the Board does not support the assertions
of management regarding thereasonsfor thelossesincurred by CFMI and its subsidiaries.
The Board took no action to determine independently why CFI's financial performance
was weaker than the other CareFirst plans in light of the fact that CFMI received over
$100 million in net subsidies from the State for the period 1997-2001.

While recent performance of CFMI has been weaker than the D.C., or Delaware plans,

CareFirst management has described CareFirst as viable and said the need for conversion
in based on competitive forces that may impact CareFirst in the long term.
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CareFirst will remain a viable successful health plan in the next two to five years without
engaging in an acquisition.

CareFirst's efforts to integrate the systems and networks of the Delaware, D.C. and
Maryland plans is behind schedule and has not yet achieved the results predicted by
management when the business combinations were proposed in 1997. There are ill
multiple provider networks and multiple claims systems in operation, and management
predicts tens of millions of dollars will need to be spent over the next several years to
complete the process.

H. SUMMARY _OF KEY POINTS RELATING TO THE BOARD'S DECISION TO CONSIDER
A BUSINESS COMBINATION WITH A FOR-PROFIT COMPANY AND THUS
ABANDONING CAREFIRST'SNONPROFIT STATUS:

The Articles of Incorporation of CareFirst of Maryland, Inc. provide that it is a mission of
the company to contract with health care providers to provide medical services to
CareFirgt insuredsat " minimum cost and expense.”

CareFirst hashistorically viewed itself astheinsurer of last resort.

The Board, after extensive consideration by the Strategic Planning Committee, adopted the
strategic goals recommended by Accenture.

Continuation of the "status quo" as a regional nonprofit health service plan was not
considered a viable option by management, the Board, or its advisors in the process, even
though it continued to be presented ostensibly as an option in materials provided to the
Board.

In assessing the advantages and disadvantages of maintaining the status quo, the Board did
not consider the nonprofit mission of the company to be an advantage or disadvantage.
The Board largely focused on the impact that the nonprofit status had on the company's
ability to raise capital.

Even before the formal process of selecting possible merger partners began in February
2001, Trigon, a for-profit company, was identified as a possible merger candidate.
Discussionswere held with Trigon asearly as 1998.

Highmark, the only not-for-profit plan even considered as a partner for CareFirst, was
ultimately excluded from consideration because it has not converted to a for-profit
company.

The CareFirst RFP does not reflect any consideration by the Board regarding how the
Company's mission, as reflected in its Articles of Incorporation, would be impacted by the
contemplated conversion, or that it was even considered in the strategic planning process.

The Board of Directors did not consider in any meaningful way the implications of the
strategic plan on the mission of the Company as a nonprofit health service plan as
articulated in its Articles of Incorporation: to provide health care services at " minimum
cost and expense” toitsinsured.

The Board did not consider that that the mission of the company as set out in the Article of
Incorporations constrained their decisions regarding the corporate form of the company or
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options being considered. CareFirst's nonprofit status played a role in the decison making
only to the extent that the Board understood there would be heightened public scrutiny of
the decision.

While the strategic plan was being considered, CareFirst's management conveyed to the
Board that CareFirst's business focus would change to become more profit-oriented. The
Board did not object to thisfocus as articulated by management.

The Board and management testified that there was little distinction between a nonpr ofit
and for-profit health plan.

From 1997 to the present, CareFirst management retreated from, and ultimately
abandoned, its mission as articulated in the Articles of Incorporation and assumed all the
oper ating characteristic and cor porate goals and mission of a for-profit company.

The Board did not question the action by management to abandon the corporate mission
and took no action to prevent it.

Other regional nonprofit BlueCross BlueShield plans have succeeded financially and
accumulated strong surplus levels and also continued to pursue a " public benefit mission”
of serving vulnerable populations of insureds and subsidizing products to increase
affordability.

The Board took no action to determine how other nonprofit plans were able to continue as
financially strong nonprofits while pursuing a public benefit misson when CareFirst
management was abandoning its mission to provide insurance at least cost and expense.

While there are smilarities between the manner in which for-profit and nonprofit
companies are operated, their goals and misson are different. Publicly held health plans
have a paramount duty to achieve long term profitability for shareholders. The obligation
to shareholders means that certain activities associated with nonprofit plans, such as the
subsidization of products to serve underserved populations, are inconsistent with the duty
to shareholders.

1. Conclusions

It is clear from these findings that the Board faled to exercise due diligence in deciding
to engage in an acquisition. While it is true, as CareFirst argues and as Mr. Angoff agreed, that
the Board followed an daborate srategic planning process prior to the retention of an investment
banker to assis in finding a strategic partner, on a superficia leve, it appears that the Board was
deliberetive in its decison, and sought the advice of experts, including lawyers, consultants, and
invetment bankers. However, the process used by the Board was based on faulty assumptions
which in turn meant that however "diligent” the board was in following that process the result
would not satify the gpplicable legd standards. The falure by the board in exercisng due
diligence, which we earlier described as whether it discharged its fiduciary duties in its decison
meking, was not just in its faulty premises. The record shows that the Board has
misapprehended, or smply ignored, its overriding responshility to the misson of the company
and its insureds. The record aso shows that the Board failed to seek and consider material
information relevant to the decison to convert, information which an ordinarily prudent person
would have sought and considered under the same circumstances, and which would likely have
caused a prudent Board to reconsider the decision to convert.
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Firg, the facts cdearly show that this current attempt by CareFirst to expand is the latest
in its long-term and ongoing effort to achieve larger scale that began in 1995. Already CFMI
had combined with Delaware and D.C. to create a much larger combined entity. Mr. Jews
tedtified that it had long been his goad to expand. Given that Accenture worked with management
to develop its srategy, and in light of the testimony from Mr. Jews, as well as the prior efforts to
take FreeState public and the other combinations that were achieved, there was litle doubt that
whoever was selected as the dtrategic advisor, the strategic plan produced in the process would
recommend ggnificant growth for the company. This concluson is only bolstered by the fact
that the RFP to solicit outside advisors prepared by management aready had identified mergers
and acquigtions as the desired draegic direction for the company. Because there were
consolidations occurring in the industry at the time the plan was beng developed, it was not
difficult to support with industry data what now seems like a pre-determined plan. While the
evidence shows that the result of the process appears to have been largely predetermined, at least
from management's perspective, this aone does not render the process flawed. It smply casts
doubt on the dams by CareFirgt that the process led to the decison. As will be discussed later,
there are other examples of instances in which it appears that the "process’ was used to judify a
decision rather than the process being used to produce a decision.

An early mistake relevant to the Board's due diligence in connection with the decison to
convert was its falure to determine whether the stated objectives of the mogst recent business
combinations with D.C. and Delaware were beng achieved. This should have been not just a
reasonable question, but an obvious one, because pursuing another business combination would
conditute the third merger effort in four years for CareFirdt, the first being the Maryland and
D.C. combination, the second being the Delaware transaction. It would have been reasonable to
guestion whether additiona integration issues with yet another business partner could complicate
or frudtrate current integration efforts underway from the prior transactions. It would aso have
been reasonable to assess the potentid benefits and costs of a new transaction in the light of
those that had aready occurred. It would have been rdevant and materia for the Board to know,
in evduating future busness combinations, whether prior busness combinations had not been
successful in achieving their stated godls.

The importance of asking such questions can be seen in the testimony dicited from
CareFirst management in hearings and deposgtions hed in connection with the MIA's review.
This tedimony edablished that the broad gods of "seamless provider networks' and
consolidated dams systems largey had not been achieved, even as of ealy 2003. Clams are
dill processed on mutiple sysems, and clams sysem integration is behind schedule.  Only
recently have the goas of a single regiona provider network begun to be achieved, five years
after the firs merger, and only with respect to the BlueChoice HMO:2* Remarkably, the
Chairman of the Board bdieved that the integration was largely complete®° a bdlief fostered by
CareFirst management.

349 While management blamed this delay on the negotiations between D.C. and Maryland
regulators over the ownership dlocation of BlueChoice, this is not the case. The fact is that the
development of provider networks is unrelated to the ownership issue. The Company had been
licensed in both jurisdictions and the ownership issue did not prohibit the development of any
networks. In fact, the evidence shows that some of the delays were smply an inability by CareFirst
to induce physdans to move to the new, regiond network. This is yet another example of

blaming other parties for their shortcomings. CareFirs management testified that tens
of millions of dollars ill remain to be spent to achieve these gods.

30 Tegtimony of Danidl Altobello, January 31, 2003, at 61 — 63.
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When asked to quantify the saving from the prior integrations, Mr. Jews could not do
s0.**  While CareFirg clams that it has lowered its administrative expenses since the business
combinations, it is not clear there is a cause and effect reationship between the two events, and
the inability to pinpoint the savings achieved would undercut the claim that the reduction was
due to the integration.

It would not have been a dfficult task for the Board to ascertain whether the integration
plans are complete. It requires no specid or advanced technica skills.  An ordinarily prudent
Board member can perform the inquiry. It involves smple and direct questions on the dtatus of
integration efforts, such as those quedtions asked a the public hearings, followed by the
formation of independent opinions, rather than reliance on management representations.  The
Board has faled to exercise sufficient oversight over management to understand what was to be
achieved from the integrations of the D.C., Maryland and Ddlaware plans, and whether it had in
fact been achieved. Notwithstanding the Chairman of the Board's belief that the efforts were
largdy complete, management of CareFirgt tedified that tens of millions of dollars, perhaps as
much as $30 to $50 Million are dill to be spent over severd years before the plans can be
integrated.®*?  An ordinarily prudent Board member would have informed himsdf of these facts
prior to deciding whether or not to engage in another business combination such as being
acquired.

In this vein it is dso evident that, in discussing the strategic options for CareFirdt, the
Board focused on the supposed benefit of expanding through mergers and acquistions without
conddering the potentia drawback that could impact its service to its insureds. In addition to
discounting CareFirgt's own experience at integration and the difficulties it entalls, the Board did
not look to genedly avalabdle informaion regarding the risks attendant to combining
companies. Both Blackstone and Mr. Angoff cited studies and literature documenting the risks
associated with mergers. Often these transactions fail to achieve the desired results.

The fact that the CareFirst experts did not explore these drawbacks with the Board
bolsters the view that the decision to pursue a strategy of mergers and acquisitions had aready
been made in the minds of management and key board members. The failure to consider risks of
integration and the dtatus of current integration efforts and risks posed by compounding those
efforts with a new Acquiror is falure in the Board's dligence. Taken alone, however, these
falures might not necessarily lead to the conclusion that the Board breached its fiduciary duties
in amateria way.

However, a much more ggnificant and materia flaw in the Board's due diligence is the
Board's apparent disregard for the corporate misson of the Company as set forth in the Articles
of Incorporation - to provide coverage at minimum cost and expense. The daus of the
Company's focus on misson came to the Board's attention at least as early as 1999, when, at a
meeting of the Board, management unilaterdly announced that CareFirst was becoming more
profit oriented. Nothing in the Board minutes or other materia suggests tha the Board was
concerned by this new direction or questioned its appropriateness. The documents from the
Board and other higtoricd materid dealy show that this was in fact a new philosophy and
change in direction for the Company. The Board's failure to appreciate the Company's mission,
and its duty of care and loydty rddive to tha misson, are apparent even before the specifics of
a possible converson began to materidize.

%1 Testimony of William L. Jews, March 13, 2002, a 355 — 357.
%2 Deposition of G. Mark Chaney, January 13, 2003, at 46 - 47.
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As management took actions to implement the new philosophy after the proclamation to
the Board, actions such as withdrawas from Medicare and Medicaid, the weight of the evidence
is that the Board did not question these actions in light of the corporate mission. It took at face
vdue that these actions were necessary, without weighing the consequence of its actions againgt
its nonprofit misson and the fact that at the time the Company was adso receving tens of
millions of dollarsin tax subsdies.

There are other examples of ingtances in which the Board condoned operationa decisons
by management that negatively impacted current subscribers and ran contrary to the corporate
misson. In 2001, CareFirst proposed rate increases for especially sick, high-risk individuas in
the SAAC program covered by CareFirsd which would have increased rates for current
subscribers by 50%. Some new applicants would have been forced to pay rates over 300% of the
rates current subscribers were paying.®* Such huge increases would have impaired the ability of
these insureds to afford ther coverage. While CareFirst clamed it was losng money on these
policies, the MIA denied the increase on the grounds that the underwriting losses on the policies
must be weghed againg tens of millions of dollars in hospital rate discounts the company
received as a quid pro quo for offering the SAAC policies. When factoring in the vaue of the
discounts, the SAAC policies were a net benefit, not a net loss, to the company. The MIA and
the HSCRC communicated to CareFirst that this approach to caculating losses was not correct
and denied the increases. CareFirst persgted in its view and requested an adminigtrative hearing.
The MIA then ruled agang CareFirst in an adminidraive hearing.  Undeterred, CareFirst
litigated the issue in court. Although a circuit court sded with CareFirst, the Maryland Court of
Specia Appeds rejected CareFirdt's view and agreed with the MIA and the HSCRC, ruling that
it was appropriate to consider the leved of hospitd discounts CareFirst received againgt the much
gndler levd of underwriting losses incured by the SAAC policies. However, prior to the
decison by the Court of Specia Appeds, CareFirst again sought to impose large increases in
subsequent filings in 2002. These filings sought a 180% increase for some current insureds, and
rates for new insureds that would have been 250% more than certain current insureds. The MIA
approved increases ranging from 0% to 25%.%

CareFirg certainly has a right to litigate decisons to which it objected and indeed may
have a responsibility to do o if it would further the interests and mission of the company. What
is notable here is CareFirst fought mightily to impose massive rate increases on a vulnerable
population of insureds, while at the same time recelving huge benefits from the State designed to
dlow the Company to subddize these very products and cover any underwriting losses the
Company might have incurred. In essence CareFirst sought to have its cake and eat it too by
chaging the ful rates to cover highrisk individuds and a the same time benefit from the
millions of dollars in hospital rate discounts. As in other cases, there is little evidence that the
Board questioned these actions or considered whether they ran contrary to the corporate misson.

Even when certain actions taken by CareFirst made newspaper headlines, an event which
would cause an ordinarily prudent Board at least to evauate independently the appropriateness
of the events at issue, the Board was resolute in its inaction. For example, when the events
surrounding the FreeState withdrawa led to the rather damning headline "Insurer Said To Put
Profits Over Pdients’, the Board never wavered nor sought advice on the appropriateness of the
conduct. In fact, the Board Chairman defended the conduct, and the Board clearly condoned this
new direction. When management raised the prospect that participation in the SAAC program, a

353 Maryland Insurance Commissioner v. CareFirst of Maryland, Inc., Case No. MIA-265-5/01,
at 11-13.

354 See Letter from Steven B. Larsen, Commissioner, to William L. Jews, dated December 3,
2002.
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program to assst high risk individuads in obtaining insurance, would need to be reconsidered
because of mounting "losses’, the Board seemed to accept at face value management's claim that
the SAAC program was "lodng’ money, the same argument that led to the attempt to raise rates
described above.

There are additiona examples of warning signs that CareFirst was draying from its
misson that were ignored by the Board. While CareFirst was in the midst of the srategic
planning process, the Genera Assembly passed legidation requiring CareFirst to account for its
premium tax exemption by showing it spent the money on a "public purpose”. CareFirst
receives a tax exemption on premiums it collects because of its nonprofit status; for-profit
insurers are subject to a 2% tax on premiums collected. This law was a clear attempt by the
Generd Assembly to bring some leve of accountability to CareFirst's profit-oriented actions in
light of its tax exemption, as evidenced by the datute's title, "The Nonprofit Hedth Entity
Accountability Act.®>> As before, this signd of dissatisfaction from the State's dected officids
regarding the disposition of the premium tax exemption did not deter the Board nor cause them
to reevauae the for-profit orientation adopted by the company. An ordinarily prudent board
would have inquired both as to the bass for the General Assembly's need to bring
"accountability” to the Company, and as to the legdity of management's change of focus and
mission.

Yet another example of the Board unreasonably turning a blind eye to public concern
over CareFird's for-profit focus can be seen in the testimony of the Board Chairman, Daniel
Altobdlo, during the public hearings on the transaction. In the course of the MIA's review it
cane to ligt tha CareFirs management informed the Board during a Board meeting in
October, 2001 that the legidature was conddering a proposal to modify the compostion of the
CareFirst Board because of concerns over CareFirst's operations.®*® Remarkably, even in the
face of possble legidative action to change the governance of the organization, something that
had not been considered since the aftermath of the Senate Report on the Maryland Plan in the
ealy 1990's, neither the Board Chairman nor any member of the Board sought to meet with
legidators to ascertain the nature of ther concerns. Rather, the management team was dispatched
to ded with the issue, the same team whose actions had generated the concern to begin with.®’

This nonchdlance by the Board in the face of a proposad that could threaten its own
sructure and membership suggests a total lack of direct engagement on issues of importance to
the Corporation. By delegating to management al efforts to respond to what a reasonable Board
would have viewed as a critica response to management’s palicies, the Board dso demondgtrated
a lack of independence from management. This is precisely the problem identified by the
O'Donndll v. Sardegna case.

This Board had a duty to ensure that management was acting in a manner condgstent with
the Articles of Incorporation of the Company, and the Board falled to perform this duty in at
least three ways. Firdt, the Board seemed unaware of the basic fact that there was a nonprofit
purpose of the organization to provide insurance at minmum cost and expense. The Board
Chairman sad the Board did not redly consder CareFirst a nonprofit, and in thousand of pages
of Board minutes and presentations that were reviewed, there was not a single reference to the
mission as articulated in the Articles of Incorporation. As noted earlier, the Board has a duty to
further the interests and purposes of the organizaion, and it falled to do so, indead permitting
management to stray from the corporate mission.

355 2001 Acts of the Generd Assembly, Chapter 178.
356 Exhibit 235, October 25, 2001, Board Minutes at 3.
%7 Tegtimony of Danidl Altobello, January 31, 2003, at 40 —43.
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Second, whether or not the Board was aware of the misson of the company, the Board
then ignored obvious dgns that should have led it to question whether the actions of
management were consstent with the misson. Regulatory agencies with jurisdiction over the
Company, and dected offidds, dl expressed concern over the direction of the Company through
the passage of legidation and regulatory actions. While the Board presumably could have
continued to conclude, incorrectly, that there was in fact no improper change in misson
notwithstanding these expressons of concern, a reasonably prudent Board would at least have
inquired as to why the executive and legidative branches of government had concerns. Such an
inquiry could have led to enlightenment on the Board's part.

These falures related directly to the Board's due diligence in the Proposed Transaction
because the Board's apparent disregard for, or ignorance of, the corporate misson led to its
falure to view the misson as an item for consderation in weighing the pros and cons of a
particular course of action or corporate form. In other words, the fact that the Board, in its
condgderation of draegic dterndive merger partners, gave little or no condderation to the
sgnificance of abandoning its misson results from the fact that it had aready condoned the
pursuit of a for-profit gpproach, and thus did not view the change of misson as a matter of
ggnificance. At the point in which the company was consdering its options in late 2000 and
2001, the change in misson was a fait accomplis. This flawed assumption tainted the entire
diligence the Board performed in considering strategic options.

The Board's diligence in deciding to engage in an acquisition was dso flawed because it
faled to consder how state or federd antitrust laws would frustrate one of the basic foundations
of the growth plan: to achieve geographic dominance. While this priority seemed to fade, as a
deal with WdlPoint became the redity, as described below, it was a mgjor thrust of the case
made by Accenture. Accenture advised the Board that it was market share dominance that
produced the biggest returns to the Company. CareFirst must have capital to make offensive and
defensve acquigtions if a larger nationd player sought to increase its market share in the region
through acquisitions, the Board was told. However, as Mr. Angoff concluded, because CareFirst
was aready so dominant, such actions were likdy to run into antitrust problems. The Board did
not condder this rather Sgnificant flaw in the premise of its plan.

As noted earlier, the bulk of the capital expenditure need estimated by Accenture,
management, and CSFB al related to the merger and acquisition component. If this component
is stripped out of the equation, both CSFB and Blackstone concluded that CareFirst could fund
its other capitd needs and have a surplus for contingencies and price wars.  While the
Blackstone report was not available to the Board, the CSFB analysis was available to them. This
is dgnificant because CSFB's report cast doubts on management's clams made at the time - that
the Company needed additiona capital to invest in e-commerce and information technology. In
essence CareFirst's own advisor provided documents to the Board that showed that, in fact, but
for spending on mergers, CareFirst had enough cepitd to satisfy its requirements. There is no
evidence that the Board took note that some clams by management were being caled into
guestion by its own advisors.

The large spending needs in the drategic plan atributed to mergers and acquisitions
seems to create a certain circularity to the whole drategic plan. The premise of the plan is that
CareFirst needs to grow. Why does it need to grow? To access capital. Why does it need to
access capita? To grow. In other words, the need to grow is the basis for the need for capitd,
and the need for capitd is primarily driven by the need for growth. When, as here, each is
largely dependent on the other, if the need for capitd is extinguished, so is the need to grow.
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To the extent that CareFirst argues that it is not just regional growth that is important, but
absolute growth, the data presented to the Board as it considered its options discounted this as a
compeling reason. Data prepared by Blackstone and others also casts significant doubt on the
proposition that bigger is necessarily better, or bigger is more efficient. The experiences of
Aetna and Cigna, two national companies the misadventures of which were known to
management and the Board, are prime examples of this fact.

Other sources confirm that absolute sze does not necessarily correlate with success. As
the aticle in HEALTH AFFAIRs cited earlier noted, size done is not as important factor in strong
financid performance, as is srong management:

Notwithstanding the advantages of scde and investor ownership,
many of the most successful Blues plans in recent years have been
nonprofits or mutuals operating in just one date. Plans that
enjoyed double-digit annual growth in ether revenues or
membership in 1999 or 2000 incdude Horida, Massachusetts,
Michigan, Georgia (before acquistion by WadlPoint), South
Caroling, and New Jersey, as wdl as the multi-state or for-profit
companies of WellPoint, CareFirst, RightChoice, and Trigon.'¢*®

The Blackstone report evauating the "Business Case for Change' tendered by CareFirst
confirms what CSFB adso beieved, that non-merger related capital needs can be satisfied
without resorting to a deal with WdlPoint or anyone ese. By recasting Accenture's caculations
with more redigic assumptions and aso through reference to public information regarding
goending by CareFirst competitors, Blackstone makes a compelling case that al of CareFirst's
non-merger spending needs could be satisfied, with some to spare for contingencies.  While the
Blackstone report itsdf was not available to the Board, it was based on publicly available data on
capital expenditures by both nonprofit and for-profit companies.

Further evidence of CareFirst’s ability to deploy capital on projects unrelated to mergers
and acquistions can be seen in numerous maerids presented to the Board and to at least one
raling agency outsde the context of the converson. In materias distributed at regularly
scheduled Board meetings, management describes its efforts to implement such things as e
commerce drategies in pogtive, optimigic terms, with no indication that spending is congtrained
or inadequate. Similar representations were made to the rating agency Standard & Poor’s. The
clear impresson given is one that satisfactory progress is being made in HIPAA compliance, e
commerce, and information technology. However, when the subject of capita expenditures is
discussed in the context of a possble conversion, the prior optimism is lost and the unmet needs
are great.

If one considers the information avalable to the Board rdating to capita expenditures,
coupled with reasonably available information about which the Board should have inquired, the
diligence of the Board was sorely lacking. CareFirst's own advisors data revealed that CareFirst
could fund its non-merger spending needs. This undercuts any clams by management that
CareFirst could not keep up with its competitors in terms of spending on technology or new
products. This should have raised the Board's concerns over the credibility of the information
being given to them by proponents of a merger. In light of the CSFB data, the entire case for a

38 See Robert Cunningham, Douglass B. Sherlock, Bounceback: Blues Thrive as Markets Cool
Toward HMOs HEALTH AFFAIRS, Jan/Feb. 2002, Val. 21, No. 1.
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conversion or acquisition rested on the need to merge, acquire or be acquired. Yet on this issue
the benefits of larger scae generdly were not compelling. The risks were not consdered. The
benefits of in-market growth could very possbly not have been achievable because CareFirst
was so dominant to begin with. And as we see from the proposed dea with WellPoint, to the
extent that contiguous growth was the next most compeling reason to engage in an acquistion,
that rationale was discarded given that WellPoint is located in Cdifornia

As a find point bearing on the issue of whether CareFirst needs to convert and gain
access to more capital to meet its need, the testimony obtained during the public hearings
reveded that, in fact, WdlPoint has made no commitments regarding the amount of capita that
CareFirst could access, or for what initigives Mr. Scheeffer testified that those decisons had
not been made. No guarantees or commitments have been given. Furthermore, the testimony
from other WedlPoint representatives showed that difficult decisons regarding the alocation of
capital at WdlPoint are part of a process, and that requests for capital must be supported and
considered in light of other competing requests. Even CareFirst acknowledged an understanding
that for-profit companies do not have unlimited access to capitd and must prioritize spending
just as CareFirst does.

Therefore, to the extent that this deal is premised on the need for "access to capitd”,
which is the raionde asserted by management, the fact is that at this point it is completey
oeculdtive to suggest the extent, if any, to which the supposed need will be filled. Indeed,
CaeFird may be gpending proportionately more for cepita invesments each year than its
proposed for-profit partner.

One find area where the Board faled to discharge its duty of care is that of the financid
overdght of the company. As Mr. Angoff pointed out in his andyss of the compensation
provided to CareFird management, the Board set gods for annua incentive payments for
management that were modest and not difficult to atain, and granted bonuses that were large
and generous. The Chair of the Board repeatedly expressed his belief in the excellence of the

teeam. He beieved that the merger incentives were an appropriate reward for the
growth the team brought to CareFirst. He cdled it a success fee. He is correct that the company
has grown and apparently prospered under the current management team compared to where it
was in 1993 and earlier. However, as outlined above there have been some rather sgnificant
falures that are only attributable to management decisions, which the Board seems to overlook
in its assessment of thelr efficacy.

Tens of millions of dollars flow out the door due to undocumented agreements to
subsdize the losses of certain provider groups. These losses were not part of any effort to
provide less expendve care as part of a socid misson, but rather are smply drains on the
finances of the Company. Management pursued a delivery system for the FreeState HMO that
collapsed, cogting additional millions. Losses in the nonrisk market in 2001 exceeded those
incurred in either Medicare or Medicaid in any given year. A faled computer project resulted in
tens of millions more in losses.

Viewed in isolation from dl the facts, the performance of the Company has been
postive. But viewed in a more complete light, the Company has in many respects prospered in
spite of both huge losses attributable to management decisons, and perhaps because of the
generous State subsidies that its competitors do not receive. There is no evidence that the Board
has hdd management accountable in any particular way for these events, based on a review of
Compensation Committee minutes and Board materids.  Yet these losses, if turned around,
further bolster the view that the need to access capital, aready discredited as a basis for the
transaction, is even less than predicted.
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Did CareFirst exercise due diligence in selecting the transferee and
negotiating the terms and conditions of the acquisition?

1. Factorsused by the Board to select a transferee

There has been extensve testimony relating to the factors that CareFirst weighed in
negotiating a definitive agreement with WellPoint. The reative importance of these criteria seem
to shift somewhat, depending on the context in which each of the factors is being discussed.
This section andyzes those factors that CareFirgt testimony indicated were important not only in
terms of whether the factor was appropriate, but aso whether the conclusions articulated by the

Board regarding the superior offer on that factor were reasonable.

The filing with the MIA identifies the key criteria which served as the basis for the

ultimate sdection of WellPoint over Trigon:

"The Boards dso bdieved that the WdlPoint proposal was
superior to the Trigon proposa for the following reasons. (1) the
Trigon proposd would have resulted in subgtantia layoffs of the
CareFirst workforce because of the rdatively smdl sze of Trigon,
visavis CareFird, whereas WedlPoint, because of its sgnificantly
larger Size and the structure of the organization it proposed, did not
pose that threat;**° (2) Trigon proposed a management structure
whereby there would be essentidly dua CEOs, which the Board
believed was unworkable and would have resulted in confuson in
leadership and a lack of unified direction; (3) Trigon had proposed
to move the headquarters of the public company from Richmond to
Maryland, but the proposa was later withdrawn with an explicit
requirement that headquarters would remain at Trigon's
headquarters in Richmond, Virginig (4) Trigon had no sgnificant
experience in integraling companies it purchased, whereas
WdIPoint had ggnificant pogtive experience in that regard and a
very grong track record of improving performance in companies it
acquired; (5) Trigon required that should its stock fall below a
certain price, both it and CareFirsd would share in the decline
cregting the potential that the foundations would not receive the
ful vdue of the purchase price to benefit the communities, while
the purchase price of the WdlPoint proposal was guaranteed; and
(6) the Trigon proposa permitted termination by Trigon after 18
months if the transaction had not been completed, while the
WellPoint proposa was committed for three years.*®°

Other testimony shed light on the factors the Board considered important. The Board

considered price "absolutely crucid” but "not solely determinaive.®**

Besides price, the "other

crucia dement” was the Boards commitment not to approve a proposed transaction if it had an

%9 Trigon did promise that layoffs would not occur, but the Boards did not believe that the

Trigon transaction was feasible without layoffs.

360 1d. at 7; CF-0012315 - CF-0012316, accord Pre-filed written testimony of Danidl J.

Altobello, March 6, 2002, at 8-9.
%1 Altobello pre-filed at CF-0012312 - 0012313.
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adverse impact on the companies associates or its customers®> As Mr. Altobello characterized
the issue, "Most importantly, during the course of negotiations, a question arose regarding
employment bendfits of CareFirst associates and how they compare to WellPoint associates.”®®
(Emphesis added.) Associate interests seemed to weigh equdly with price maximization in
negotiations** CSFB was indructed that in negotiaing a ded, the foundation, the citizens, and
the associates who worked for the Company were important condituents, and CSFB was
ingructed to give maximizing price a lower priority than is usualy the case in the sale of a for-
profit company (i.e., the interests of associates were given more weight by CareFirst than is
usualy the case with the sale of afor-profit company).3*®

With respect to the price in particular, CareFirst had three gods for the merger: (1)
getting the highest possible price for the company; (2) price cetainty; and (3) liquidity.**® Other
negotiating considerations related to price included down-side protection (i.e., preserving vaue
until closing), a fiduciary out, and the size of a break-up fee (Trigon wanted a break-up fee of
5%, whereas WdlPoint got down to 2.9%).%” Important non-price "socid issues' incdluded the
location of the headquarters, board representation, job protection/benefits, and the management
gructure induding Mr. Jews role in the combined company.®®  Another criterion included
CareFirst's perception of the willingness of the prospective purchaser to stay through the
regulatory process.®*°

2. Analysis of the Auction

As discussed above, the obligations of the Board in this case are not necessarily guided
by the Revion Rule per se, but rather by the requirement that the Foundation receive "fair vaue'
for the public assets of CareFirst. While it can be argued tha the statutory requirement does not
place a direct obligaion on the Board and is rather a standard to guide the regulator, the
converson aso requires the regulator to evaluate whether the Board exercised due diligence in
negotiating the terms and conditions of the acquisition.®”® Given that consderation for the sde is
clearly a term and condition of the sale, it is clear that the Statute imposes a duty to achieve fair
vaue by the Board, and the regulator's role is to ensure that this has, in fact, occurred.

A subgantiad amount of questioning in the depostions and public hearings related to the
"auction" conducted for CareFirst between WellPoint and Trigon, the only two bidders invited to
participate in the auction. Mr. Stuart Smith, of CSFB, tedtified many times that the auction was
designed to, and in fact did, achieve the highest price for CareFirst &ee i.e, prefiled rebutta
tetimony of CSFB). He dso fdt srongly that part of the negotiation process was to ensure that
the price could be maintained over the course of the regulatory proceedings>* If there was a
stock component to the transaction, and the bidding company's stock price dropped, then that
could affect the purchase price paid. As a consequence, Stuart Smith fdt that the "downside
protection” was an important part of the price negotiations."

%2 1d. at CF-0012313.

33 1d. at CF-0012315.

364 Deposition of Stuart Smith, November 22, 2002, at 62:4 - 14, 71:5-16, 74:3-15, 88:4 - 89:8.
35 1d. at 53:1 - 56:20.

36 Tegtimony of R. W. Smith, Jr., March 14, 2002, at 108 — 109.
37 Deposition of Stuart F. Smith, November 22, 2002, at 112 - 114.
38 1d. at 282.

39 Tegtimony of Danid T. Altobello, March 11, at 263 - 265.

370 Mp. CobpE ANN., STATE GoVv'T § 6.5-301(€)(1).

371 Deposition of Timothy P. Nolan, August 19, 2002, a 60 - 61.
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a. CareFirst emphasized the importance of Boards seats,
which may have affected the purchase price

With this in mind, an examinaion of the bidding process itsdf is in order to determine
how the process negotiations occurred. Firet, as discussed below, at least in the beginning of the
drategic planing process, the Board consdered as quite important the level of "control”
CareFirst would have in the successor organizetion. It asked Accenture to outline a measure of
control. Before the formd bid solicitations went out, discussons were held with both Trigon and
WdlPoint. Trigon initidly offered CareFirg three seats on its board. Tim Nolan testified that in
fact it was communicated to him that board seats were more important than price*”® which is
conggtent with the emphasis on "control” the Board had expressed. Notably, a this point in time,
Trigon had aso been ranked as the best partner for CareFirst by CSFB. If Trigon were viewed
as the "preferred partner” at this time, it is logica that CareFirs would have sought to maximize
a ded term it viewed as important with the bidder it may have viewed as the ultimate winner.
The fact that Trigon's forma bid in February did in fact reflect an increase of two seats, from
three to five certainly vaidates the notion, that at a minimum, CareFirst was pushing for more
board seats. CareFirst has strongly denied that it ever suggested it would trade board seats for
price, and while it may have emphasized seats over price, it cannot be concluded with certainty
that an actual "trade’ occurred in which Trigon's price was reduced a certain dollar amount based
on agiven number of board seats.

However, as was discussed above, the prevalling winds shifted over time and Trigon
through February, March and April fell more clearly into disfavor with CareFirst management. It
was during this period that CareFirst management performed a complete turn of 180 degrees and
now wha had once been perceived as Sgnificant advantages with Trigon, such as geographic
gynergies, were now viewed as colossa liadilities leading to what Mr. Jews predicted as a
possble cut of up to a third of CareFirst's work force. But, the evidence suggests that factors
reaing to Mr. Jews persond relationship with Mr. Snead and his perception of Trigon's
credibility are more likely to have been the cause of the lack of preference that some of the
reasons articulated, especidly in light of the fact that Mr. Jews own gaff had come to different
conclusons on the issue. To cast further doubt on the credibility of the publicly stated reasons
for Trigon's disfavor is that fact that latter in the bidding process, after April, Trigon was
suddenly placed back on the radar screed, and litle attention was paid to what in April was a
fatal disability. As discussed below, when, once again, Trigon was out of favor and WelPoint
was back in favor, the jobs issue was resurrected as a key reason why Trigon was not selected.

b. The Auction did not produce the highest price, but
seemed designed toend in atie

During the period February to April 2001, WelPoint, whose bid was initidly $1.2
to Trigon's $1.3 hillion, was told its bid was "not competitive'*™* Conversdy, the testimony
shows that gmilar indructions were never given to Trigon in the sense tha Trigon was never
asked or directed to increase its purchase price. While there was extensive testimony relaing to
the idea that Trigon had every "opportunity"” to increase its purchase price?”® CareFirst
management tedtified that Trigon was not asked to do so. This was corroborated by Mr. Nolan

373 Deposition of Timothy P. Nolan, August 19, 2002, at 46.

374 Deposition of Stuart F. Smith, October 22, 2002, at 104.

375 Testimony of Stuart F. Smith, March 13, 2002, at 548; Deposition of Stuart F. Smith,
November 22, 2002, at 165; Deposition of William L. Jews, September 6, 2002, at 41 —43.
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of Trigon, who adso tedtified it was not asked to pay more. He went further and testified that
Trigon was indeed willing to pay more"

While it is in fact true that Trigon had every "opportunity” to increase its bid, it is not
cler why a bidder would voluntary bid againgt itsef unless it were told its bid was not
competitive. It would seem WelPoint and Trigon have to baance their desire to present the best
bid so as to prevail with every bidder's desire to not overpay if the same result can be achieved
with fewer dollars. These types of "auctions' for companies are interactive processes in which
numerous discussons are hdd with invesment bankers, lavyers and management of the
companies involved. Because of the flow of communication occurring between the bidders and
CareFirst, it would be unreasonable to expect Trigon to put more money on the table if it had no
reason to believe it needed to. This is epecidly so given the fact that in the course of these
ongoing communications guidance was provided in other areas such as the desire for board seats.

With dl this in mind, it is clear from the record that the auction was not a true auction, a
leest for the price component in the falowing sense. The two bidders were not pitched againgt
each other in an effort to extract from each the highest price each was willing to pay. Indeed
notes obtained from a banker who worked at CSFB and assisted in the dedl, asked, "If this was
an auction, how do we go about not choosing highest bidder?®”” Certanly the tesimonid
evidence supports the concluson that Trigon was not "pushed" on price. The resulting "tie"
excused the board from having to engage in the more difficult task of balancing its duty of
getting "far vaue' with the other objectives it sought to achieve and the other factors it fdt were
important, as discussed below. A tie on the amount of consideration dso made easer the
baancing of other price components, such that the scenario described above with different prices
and different measures of downside protection was avoided. While al of the evidence supports
this concluson, Mr. Walf in his deposition conceded that it was a god in this transaction to get
the purchase price of the two bidders to be close, and that gmilar bids made comparison of
nonprice issues easier. 3’ The problem with this approach is tha if, as Trigon tedtified, Trigon
were willing to pay $1.5 Billion, then it could very well be the case a reasonable board would
find this bid superior, even with lesser downside protection. The board's process foreclosed this
option.

C. CareFirst was relying on the regulatory process to set
theprice

Further evidence tha the auction process was flawed is found in the testimony of Mr.
Jaws who tedtified that in fact CareFirst was rdying on the "regulatory” process to ultimately set
the far vdue of the company.®” He in fact cautioned Trigon that it would need to have the
staying power finanddly to meet whatever increases would result from the regulatory process.®®°

Although it is true that under the converson law the regulator must ensure that the fair
vaue of the public assets mugt be obtained, this does not trandate into a reasonable reliance by
CareFirgt for the regulator to "sa" the pricee.  The method employed by the regulator is that
which was employed by the MIA: the retention of an expert to edimae the vaue using a

376 Deposition of Thomas G. Snead, Jr., August 19, 2002, at 60 - 61.
377 CFSB-0020128, Michad Muntner hand written Project Chesapeake work note entry for April
12, 2001, produced by CSFB on December 31, 2002 in a black binder |abeled CSFB 19601 -
20346.
378 Deposition of David D. Wolf, September 19, 2002, at 146 — 147.
z;z Deposition of William L. Jews, September 6, 2002, at 163 - 171.

Id. at 44.
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combination of commonly accepted vauation methods. These methods produce a wide range of
vaues which invdve formulas and the judgments and expertise of the bankers involved. This
can be seen from the draft and find vauation reports from Blackstone.

The purpose of the regulatory review is not primarily to set the price, but rather "ensure’
the price has been achieved. If, for example, there were only one bidder and therefore no
posshility of a meaningful auction, the regulatory vauaion would be an important check to
ensure the company had not sold itself a too low a price. In an auction situation, theoreticaly
the competing efforts of two wdl cepitdized bidders seeking ownership of a drategically
vaduable asset such as CareFirst, could produce a higher price than what might result from the
formulac cdculaions performed by Blackstone. While investment bankers attempt to capture
nuances in thar vauations, such as adding in factors such as control premiums and the value of
synergies, none of these techniques can fully subdtitute for the particular dynamic which may be
a play in a given transaction. To the extent both Trigon and WelPoint attributed particular
drategic advantage to owning CareFirst, this could mean one or both were willing to pay a
premium over the prices the vaduation formulas migt derive. The formulas and assumptions
used by the bankers in goplying them cannot capture the vaue of such considerations as strategic
vaue, snce such consderations may be closdy guarded, or hard to quantify. In such a case the
Blackstone vauations may certainly be vdid as far as they go, and in fact may be the best and
only tool to ensure “far vaue' in some cases, but they are not necessarily a comparable
subdtitute for a vigorous auction.

Anthem's subsequent purchase of Trigon illustrates these ideas. Anthem's purchase of
Trigon could certainly have been driven by the drategic objective of obtaining a foothold in the
mid-Atlantic region in light of the fact that the other consolidator, WellPoint, announced it had
sgned a dea with one of the two maor mid-Atlantic Blues plan, CareFirst. Andysts noted the
affect this competition can have on the purchase price of Blues plans:

Gregory Crawford, an andys for Fox-Pitt, Kelton, agreed, "When
you have two large BlueCross Blue Shield plans attempting to
consolidate the market, they will bid agangt each other,” which
would "most definitely" increase the value of Blues franchises.

VA Dedl Fuels Doubt About CareFirst Sde, THE BALTIMORE SuN, April 30, 2002.

This illustrates how reliance on the regulatory process, rather than market forces, could
result in something less than fair value for the company. The purchase price fals outsde the
find vauation ranges developed by Blackstore, lending credence to the view that the auction
was flaved. Although WdlPoint raised questions about certain eements of the Blackstone
vaudtion, its invesment banker ultimady agreed that techniques it criticized Blackstone for
usng were in fact the same techniques it used in preparing a vduation for the WelPoint
Board.

The fact that CareFirst never received a formd vduation of the Company by CSFB
before the bidding began lends further credence to the view that the process was flawed and
possble desgned to edablish price parity to fadlitale sdection on nonprice issues.
Understandably, one of the Board members requested that a valuation be done in January 2001,
before the formd bids letters were issued. This would give the Board members a benchmark
againg which to compare the bids. But for reasons not clear, while an informa estimate was

31 Tegtimony of Gregory L. Sorenson, December 16, 2002, at 176 — 179.
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made by CSFB to "not expect $2 Billion,"® it seems no more forma vauation was made. This
is important because this report concludes that the fairness opinion performed after the bids were
received, an opinion that gave its blessing to the purchase price, was not reasonably relied upon
because of the conflict of interet of CSFB in being compensated based on the opinion it
rendered. The lack of a meaningful vauation before the bidding began prevented the Board
from knowing in advance what price could be viewed as fair. This falure to obtain a vauation
before the bidding excerbated the flaws in the auction process.

In summary, while the auction regarding the price certainly has some of the trgppings and
indida of an auction, paticularly the fact that WellPoint did increase its purchase price, based on
the evidence produced it is apparent that the process was flawed, and the flaws have led to a
price which does not reflect the "fair vaue' of the company.

3. Jobs/Associate Benefits

As described earlier the exact role that the prospect of job loss played in the decision
maeking process seems to change depending on the particular circumstances occurring during the
bidding process. In 1998 through early 2001, a deal with Trigon was viewed postively, with the
posshility of pogtive synergies and little if any job loss, and possble job growth. However, as
described by lawyers a Brown, at the hearings in January 2003, as a deal with WellPoint
appeared imminent, the prospect of major job loss reared its head. As negotiations appeared to
ddl with WdlPoint over the summer and Trigon seemed to reenter the picture, job loss was,
once agan, less of anissue. In August 2001, Mr. Wolf commented to the Board that he did not
anticipate job loss with Trigon.*® Once a dea was findly struck with WelPoint, job loss was
again s forth as afactor in making the decision.

This record casts extreme doubt on whether, in fact, job loss actualy played a role in the
decison. The evidence suggests the issue was used as a tool to judtify a preference for
WdlPoint a those points when WdlPoint was viewed as a preferred partner.  No other
explanation judifies the incondstent views of the issue throughout the negotigtions.  This
explanation makes more sense dso because while Mr. Wolf consistently expressed his view jobs
would be not logt, it was Mr. Jews who expressed his personal distrust of Mr. Snead, and was
adso the source of the edtimate that 2,000 jobs could be lost in a ded with Trigon. Since,
however, the filings from CareFirst continue to assert this as a factor it considered, it will be
andyzed briefly in the context of the Board's due diligence and alegiance to its duties of care

and loyalty.

Whether or not it is appropriate for the Board to take into account possible job loss
depends on severd things First, is it a datutory criterion? Second, is job retention in
furtherance of the misson of the organization? Third, can it be sad that job retention is "in the
best interest of the organization™, using the language of Section 14 — 115.

To begin the andyss, it is obvious that with job retention is not one of the many
statutory criteria bearing on the public interest, and thus this cannot serve as a basis for relying
on job lossto justify the decision.

382 CF-0005174, CareFirgt, Inc. Board of Director Megting Minutes, February 22, 2001, at 6.
383 Tedtimony of Christopher Susher, January 28, 2003, at 114.
384 Pre-filed written testimony of Danid J. Altobello, March 6, 2002.
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Second, the issue of whether job loss impacts the misson of the company as articulated
in its Articles of Incorporation, or whether job loss impacts the best interests of the organization
is a more dfficult question. If cuts were made that negatively impacted the ability to serve
insureds, certainly this would not further the misson of the company or be in its best interests.
On the other hand, if CareFirst were not operating a peak efficency and had a bloated work
force, job loss might not impact its insureds in fact it might benefit them through lower
adminidrative costs, which could be reflected in lower premiums. Technologica advances,
which might result in job loss, could also serve to benefit subscribers.  Therefore, it is not
possble to conclude job loss is automaticaly a negative, unless the interests of the corporation
indude a direct duty to its employees, as opposed to the misson of the company generdly. But
if the Board believed it had a duty to preserve jobs because it owed a duty to employees not to
terminate their employment, whether or not it impacted subscribers, the Board was mistaken.
While the economic benefits created by CareFirst are desirable, they are a desirable byproduct of
a company whose misson is to provide coverage a "minmum cost and expense” Job cuts
should not take precedence over the mission of the Company and duty to insureds.

Fndly, the tedimony suggests Mr. Jews in particular fet pressured from certain
legidators to maintain employment levels. His dtention to their demands is understandable,
because he bdieved the Genera Assambly would ultimately weight in on the ded.®®*® But the
expressons of concern about the issue do not devate the concern to one grounded in legidative
intent as evidenced in the datutes passed by the General Assembly. While one or more
legidators may view jobs in a paticular legidaive didrict as important, other individual
legidators may view other issues with equal importance.  Where does one draw the line on
"unofficid" legidative concerns? What if an intervening dection changes the compostion of
the Generd Assembly and the individua interests articulated by individud legidator's changes?
However practical CareFirst bdieved it was being in giving weght to this factor, there is no
legd bads for doing so, and thus under the regulatory analysis job preservation should not have
played a role in the decision whether or not it actualy did. However, as noted in the conclusons
of the report, the evidence suggests that while often cited as a reason for the sdection against
WidlIPoint job losswas not in fact a Sgnificant factor in the decison.

Another issue that received ggnificant attention in the negotiations was the importance of
maintaning the current level of employee benefits. This was identified as a significant problem
with WdlPoint's bid, and mog likdy led to CareFirst’s decison to restart negotiations with
Trigon. The solution touted by CareFirst is in fact a temporary one. The find merger agreement
with WdlPoint only obligates WdlPoint to mantain the current leve for four years, after which
the protection disappears. This is hardly superior to Trigon's bid, which apparently did not
implicate the issue of employee benefits.

4, Headquarters

The weaght of the evidence also shows that like the importance of jobs, the importance of
headquarters as a point of comparison between the two bidders changed depending on the
drcumstances. There is some evidence that it is now being cited as a decison point and point of
diginction between the two bidders when it was not viewed that way in November 2001 when
the sdection was made. This raises the question as to whether it in fact played an operative role,
or was lagdy cited as an after the fact judification. And, like the jobs issue, it is dso not a
factor that should have played arole in the sdection process, even if it did.

385 Depodition of William L. Jews, September 6, 2002, at 177 — 178.
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A review of rdevant documents provided to the Board, as well as minutes of the
Strategic Planning Committee show that CareFirst management and CSFB did not view Trigon's
proposal that the corporate headquarters of the combined entity remain in Richmond. In July
2001, CSFB reported to the Strategic Planning Commiittee that the offers regarding headquarters
were smilar, meaning neither was superior or inferior.  Color-coded charts prepared by
in conjunction with CSFB given to Board members in August, September and
October dl contained the same rankings. In depostions there was agreement that the issue of
headquarters was largdy symbolic. In his prefiled testimony the Chairman of the Board
emphasized the fact that Trigon's origind offer to move the headquarters was withdrawn and
there was an explicit requirement the corporate headquarters would remain in Richmond. The
fact is, this is precisdy the gdtuation with WellPoint, whose offer was to keep the headquarters in
Cdifornia

One difference in the WdlPoint offer is the creation of a new Southeast region
headquartered in Maryland. This promise is illusory. Mr. Schaeffer could not testify what
precisdy, the Southeast region would encompass. In addition, the merger agreement only
obligates WellPoint to maintain these headquarters for two years. The prospect that the
edablishment of these headquarters is temporary severdy undercuts the argument that
notwithstanding the multiple ranking showing the offers as equd, WellPoint was superior.

As with the case with jobs, the issue of headquarters appears to be a tool to judify
WidlPoint's sdection after the fact. There is dso no evidence to support the argument that even
if it were an issue of substance, it was one the Board should have considered. If ether offer
entalled a requirement that the CareFirst, Inc. and CFMI headquarters were to move, and the
issue were among those ligted in the statutory criteria, it would be appropriate to consider it. But
that is not the case. For the reasons noted in the context of the jobs issue, preferences or
opinions of particular legidators should not guide decisons impacting the sdection of an
Acquiror of CareFirst.

5. Therole of management in the successor organization

One dement of Trigon's proposd that has repeatedly been cited as a problem and a
reason for odecting WdlPoint was the "management dtructure’ resulting a  combined
Trigon/CareFirg transaction.®®® The record is clear that particularly after April of 2001, when
Trigon agan gpparently became a vidble merger candidate, subgtantid time and effort of
CareFirst representatives were devoted to achieving a mutudly agreesble management structure
between Mr. Jews and Mr. Snead.

Mr. Snead and Mr. Jews met in September of 1999 to discuss the benefits of a business
combination.*®” In Mr. Snead's mind, he viewed CareFirst as an acquisition by Trigon. As a
consequence, for Snead's part "l was very clear at that point and inconsstent that the CEO of the
combined organization needed to be me." This was because "If Trigon was to write a check,
then my view was, it needed to have a Trigon CEO." However, Snead claimed he was willing to
share power. 1d. He offered Jews a position as Chairman of the Board, and CEO of the CareFirst
compggges, an "unusud" redionship given that Snead would continue as CEO of the combined
entity.

386 See Prefiled testimony of Daniel J. Altobello, March 6, 2002, a 8 —9; CF-0012315-0016;
Testimony of Danid J. Altobello, March 11, 2002, at 178 — 179; Supplement to Amended Form
A.

387 Deposition of Thomas G. Snead, Jr., August 19, 2002, at 19.

38 |d. at 28 —50.
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Mr. Snead offered this arrangement because he believed it would favorably be received
by Jews and be an advantage for Trigon's bid**° The shared management structure, William
Jews as Chairman of the Board of Trigon was set out in writing in March 2001.3° Snead sent
Jews a lengthy letter on June 26™ outlining in detail the nature of each CEO's responsibility.®**
In July, a medting of Snead and Jews was preceded by a letter to both from Trigon's invesment
banker. The letter predicts the meeting will be "candid, direct and maybe blunt”, but urges the
two to "try to be accommodating and understanding.** The author noted that "We have pricing,
dructure, and a definitive agreement largely agreed upon.” Id. (Emphasis added.) Mr. Snead
recaled the meeting referred to was principaly about the roles of the men.**

After the meding, Snead wrote a follow-up letter, which again outlined detaled
responsihiliies of Mr. Jews®** Mr. Snead describes them as "meaningful, substantia
respongbilities’ and pleads, "in order for the two of us to succeed, you and | need to work
together.” Id. Mr. Snead continued to offer this arrangement throughout the summer and into
October. In another letter, again outlining all the terms of the Trigon offer, Snead references a
request made earlier to meet with key politicd and regulatory leaders in the jurisdictions with
whom Trigon wanted to "cdear some ideas before dgning a definitive merger agreement.”  Id.
This request was termed the regulatory "walk-around” and was later cited by CSFB as a
drawback to the Trigon dedl.

In November, Mr. Snead and Mr. Jews met yet again to discuss Mr. Jews role. A
lawyer, Isaac Newberer accompanied Mr. Jews. A chat of each CEO's responsbility was
discussed. Id. On this chart, Mr. Jews role was focused on his role as Chairman of Trigon and
there was no "operating” role as CEO of CareFirs. 1d. This change was made, according to Mr.
Snead, because "it became clear that he [Jews] desired no operating role*® Snead believed after
megting he and Mr. Jews had reached an agreement on Mr. Jews role®°® Snead felt they had
come "along way." 1d. Snead learned he was wrong when Mr. Jews called him the day of the
announcement with WellPoint later in November®®” There is no question that a significant reason
the Trigon bid was rgected was because Trigon refused to grant Mr. Jews a greater level of
control than that of its current CEO, Mr. Snead. Stuart Smith tedtified that such an arrangement
would be unusud unless a plan of succession had been agreed to as part of the ded.’® Clearly
Mr. Snead had no plan to leave. Trigon labored to find common ground, offering what was
described as co-CEO roles, offering Mr. Jews the Board Chairmanship, and later offering to
actudly remove operational responsibility because it believed Mr. Jews wanted none. Mr.
Altobello cites the inability to reach an agreement on the management structure as a reason to
rgject Trigon's bid.

What is particularly ironic about the outcome of the negotiations over Mr. Jews role is
that dl of the offers made by Trigon were vadly superior to WellPoint's in terms of control.
And, the Board had, early in the process, placed particular emphass on obtaining control in the
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3% Deposition of Stuart F. Smith, November 25, 2002, at 216:13-217:8.

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 127



success or organization asking for criteria with which to measure it.  This obvious inconsstency
raises even more questions regarding the integrity of the auction process. Mr. Jews testified he
believed he should be CEO of the combined company.°® Mr. Woalf tedtified he knew this from
the beginning of negotiations with Trigon and that Trigon understood this**°

6. The Role of Money in the Decision to Convert and Select
Partner

There is substantia and credible evidence that the decisons to convert and be acquired
were inappropriately influenced by the prospect of lage payouts for some individuas at
CareFirst.  The idea that executives could profit from a conversion or acquidition by a for-profit
company surfaced as early as 1999 date, in a presentation presented to CareFirst executives by
Trigon executives. In reviewing the relative merits of a Trigon and CareFirst business
combination, the deal promised "new levds of wedth" for executives of the new combined
entity.*®>  The Insurance Administration obtained a letter dated January 24, 2001, addressed to
Bill Jews from Donald G. Barnes, a vice-presdent for the Hay Group, the compensation
consultant retained by CareFirs.  The letter, which was signed by Barnes but which was
forwarded to Mark Muedeking, CareFirst's compensation lavyer at Piper Rudnick, was
considered to be a draft letter. Another version of the letter dated February 19, 2001, was
addressed to Mr. Joseph Haskins, Charman of the Executive Compensation Committee. The
January 24, 2001, letter addressed to Mr. Jews begins "as you requested, Hay Group has
andyzed market trends, executive contract provisons, and competitive pay levels for various
financid services organizations going through a merger.” However, the anayses done in the
charts attached to the letter rlate only to Trigon, WellPoint and Cerulean. %

The fird chart attached to the letter is a comparison of Mr. Jews compensation to the
compensation of Thomas Snead, then CEO of Trigon, and Leonard Schaeffer, CEO of
WdlPoint. According to the chart, in 1999 the total direct compensation to Snead was $2.24
million while the WelPoint Chairman, Schaeffer made $9.09 million. The chat dso lig the
"pay-outs’ to Cerulean executives received in connection with the acquistion of Georgia by
WdlPoint, which Barnes cdls "dgnificant.” He notes that CareFird is three times the dze of
Cerulean, "s0 you get some sense of the scde differences”, implying that CareFirst bonuses
could be higher. Barnes then writes "Exhibit VI shows my recommendations for target awards
a the time of the merger.” The suggested awards, for Jews $8.6 million, and the executive vice-
presdents $2.3 million are larger than those in Cerulean, which Barnes writes "make[g] sense
relaive to the Cerulean experience.** Barnes alocated the $8.6 million between "signing stock
share" and a"Signing Bonus."

It is therefore evident that CareFirst manegement was focused early in the process on the
posshility that the deal could result in large payouts. They asked their compensation consultants
to cdculate not only the sze of possble bonuses, but dso ther form and timing. The Hay
Group responded by suggesting a deal with signing bonuses based on pay and bonuses and stock
options with the acquiring company derived from looking a for-profit Blue plans. There is no

39 Deposition of William L. Jews, September 6, 2002, at 389.

00 Deposition of David D. Wolf, September 19, 2002, at 93 — 96.

401 Exhibit 120, Discussion with CareFirst and Trigon Senior Teams (dides), January 25, 2001,
T0O309

402 Exhibit 164, Mark Muedeking, Esg.’s January 31, 2001, facsimile cover sheet transmitting
HayGroup's draft of a proposed letter to William L. Jews sent to him on January 26, 2001, CF-
02394 — CF-02403.

403 Exhibit 166, February 2, 2001, letter from Donald G. Barnes to William L. Jews, CF-02372.
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discernable legitimate reason why CareFirst Executives and later Board members should have
been focused on incentives that involved signing bonuses and stock options with the acquiring
company. Clearly decisons regarding whether the new management teams would be employed
by the acquiring company, and the compensation for that new employment was a matter for the
new company.

In addition, as Mr. Angoff pointed out, "to the extent that the seller insists that part of the
price the buyer is willing to pay go to compensate management, the buyer has less money
available that could otherwise go to fund the resulting Foundation."®* Blackstone concurred
with this assessment and later when CareFirs and WelPoint negotiated a new agreement,
WdlPoint it increased the purchase price to reflect the remova of certain bonuses. Throughout
the entire negotiation process and leading up to the renegotiation of the merger agreement on
January 24, 2003, CareFirst management and the Board has been insstent on the notion that
management receive large payouts from the dedl.

That the Board was insstent that bonuses be an integrd pat of the transaction
nothwithstanding objections or concerns raised by others, including the Board' s own lawyers:

- According to documents obtained and testimony from the lawyers
involved, as early as February 2001, Piper Rudnick, on its own initictive,
suggested a bonus sructure that would at least link the payouts to some
value added by the executives. Piper suggested bonuses that would be
based on the executives negotiating a purchase price exceeded a targeted
amount set before negotiations began. (Exhibit #165). The memorandum
noted that "obvioudy such an incentive plan would be supportable on the
basis that it encourages the creation of vaues for the foundations only if it
is implemented before the price negotiations being.” Id. The Board did
not accept this suggestion from its own lawyers. In fact, their merger
incentives were not formaly approved by the Board until after the
negotiations over purchase price occurred.

- In May of 2001, Mr. Muedeking made a presentation to the Compensation
Committee, which noted that "dlowing large severance at dosng may
create a disncertive to employment with the buyer." He suggested that
the employment agreements be modified to require the executives to work
a least one year for the buyer. (Exhibit #180). The Board dso rgected
this suggedion, at leest for the CEO of CareFirst. Mr. Muedeking
tedtified he and Mr. Smith of CSFB took it upon themselves to seek a
modification of the bonuses as structured.**®

Piper Rudnick lawvyers, in an internd memorandum, took note that WdlPoint was
concerned about the bonus, it beieved they could affect the approva process, and that they,
WdlPoint, fdt "their purchase price did not contemplate payments a the levels currently under
consideration.™?®

404 “Dreft Report on CareFirdt, Inc. Executive Compensation including Compensation in
Connection with a Change of Control,” Roger G. Brown & Associates, November 7, 2002, (the
“Firg Brown Compensation Report”).

405 Deposition of Mark Muedeking, taken on October 10, 2002, at 234 — 237.

408 Memorandum of June 13, 2001, from R Smith to E. Grieb, Mark Muedeking, and Taylor;
Exhibit 196 to October 10, 2002, deposition of Mark Muedeking.
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Internd memoranda from Piper Rudnick show that it also viewed the bonuses as possibly
killing the deal. In discussng possble modificaions to the bonuses, which would involve the
referrd of some amounts, Jay Smith noted that the new proposal was a "give-up” by the
executives, but "if measured againg the posshility that no deal will occur or that no incentive
bonus will be paid, it would provide a positive to the executives.

There are numerous examples of circumstances where the Board of Directors seemed
determined to ignore, disregard, or fail to consider or disregard other facts and laws that would
have caused a reasonable Board to revigt and revise its decisons. The fact that this Board did
not do so inescgpably leads to the conclusion that the transaction was premised on the notion that
the executive team would be enriched as aresult of its consummation.

For example, as noted in the report of Jay Angoff, facts were brought to the attention of
the Board, which should have caused them to question the legdity of the bonuses they were
agoproving.  As Mr. Angoff notes, in the only forma written advice to the Board of Directors
regarding its duties and responghilities under common law and satutory law in the three
juridictions, Piper Rudnick noted that in a prior sde of a Blue Cross plan the presence of
million dollar pay-outs was problematic. As Piper Rudnick wrote:

When management of Blue Cross of Ohio accepted an offer to be
s0ld to ColumbiaHCA, four executives were to receive $19
million in payouts as pat of the transaction, and seven former
Directors were to receive $3 million. The size of these payouts
raised quesions about the integrity of the organization's decison-
maeking process as wdl as the qudity of information provided by
the daff to the Board. The response of several jurisdictions has
been to introduce legidation prohibiting bonuses as part of such
transactions.**®

Yet as Mr. Angoff notes, the Board did not seek legd advice regarding the lawfulness of
its compensation packages. It apparently requested no research or further information based on
this gpparent problem from Ohio.

Again, as noted in the Angoff report, another red flag to the Board comes in the form of
the 1997 Order by the Mayland Insurance Adminidration gpproving the business combination
between the Mayland and D.C. Blue Cross plans. That Order required that no executive
compensation could be paid in that ded until an independent consultant found that the contracts
providing for such compensation were reasonable and "consistent with contracts and nonprofit
settings.”  There were members on the Board in 1997 who were aso members while the bonuses
in this case were being consdered. Clearly this explicit language in a prior Order of the
Insurance Adminigration invaving the Maryland and D.C. Blue Cross plans should have figured
prominently in the Board's decision meking. Mr. Walf, the "point person” for CareFirst*®® on the
ded and a subordinate to Mr. Jews testified that:

407 Exhibit 197 to October 10, 2002, deposition of Mark Muedeking, July 23, 2001, e-mail
transmission from Debbie Hooker to Linda M. Thomas ataching draft memorandum to Micha
A. Muntner and Stuart F. Smith, July 18, 2001.

%8 Hearing Exhibit 208 at Exhibit A, January 16, 2001, memorandum from Piper Marbury
Rudnick & Woalfeto John A. Picciotto re: Fiduciary Duties of Directors in connection with
possible business combination.

09 Deposition of David D. Wolf, September 19, 2002, at 8.
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A. In the previous two busness combinations we put together, management
compensation was dways one of the key issues discussed in the approval process,
and it was clear that this was going to be another one of those items that was
going to be keenly discussed.

Q. S0 you believed that the presence of these incentives would be an issue inthe
approva process?

A. They would be a significant consideration in the approva process, yes.*'°

When asked whether the 1997 Order was rdevant to the Board's deliberations on
the bonuses, Mr. Altobdlo stated that, “I think frankly we're in an entirdly enviroment.”*'* The
Char of the Compenastion Committee was asked whether it would have been important to
discuss the 1997 Order. He testified that, “1 can’t redlly speculate on that . . . we relied on advice
of our consultants to bring forth the rlevant data.”**

Furthermore, Mr. Muedeking provided clear evidence that such bonuses are not normally
pad in nonprofit settings when he tedtified that dthough he looked for comparable bonuses in
nonprofit settings, he could find none*® Yet the Board gpparently found this if no concern.
Instead it defended the reference to for-profit companies in its comparisons, and the
Compensation Committee minutes dearly indicate the Board relied on the comparisons to for-
profit companies in setting the bonuses here.

The record also reflects that both of the bidders in the sde of CareFirst objected
vehemently to the proposed bonuses, which aso should have raised dgnificant concerns and red
flags for the Board of Directors. Timothy Nolan of Trigon testified under oath that he informed
CareFirst management that the bonuses were "greedy, stupid and illegd.” Although Mr. Wolf
disputed he conveyed Trigon's oppodtion in such strong terms. However, Leonard Schaeffer,
the CEO of WdlPoint, tedtified under oath that WellPoint objected to the bonuses, believed they
were inappropriate, but that the bonuses were a "teke or leave it" propostion if WellPoint
wanted to buy the company.*** This view was reiterated by Thomas Geiser, Generd Counsd at
WdlPoint. Mr. Geiser tedified regarding the negotiations held to revise the compensaion
packages.

COMMISSIONER LARSEN: Weél, let me try again. Was it your
impression tha this new arrangement would not be consummated
unlessthe eight executives agree to it?

MR. GEISER: Yes*®

Also of particular concern is the fact that the only forma written advice rendered by
Piper to the Board of Directors regarding their duties and responghilities in connection with the
transaction completely omitted any reference to the provisons of the Maryland conversion
statute, which prohibited private inurement.*'® Piper provided in response to a MIA subpoena a
summary of the advice that it provided to the Board of Directors. Piper identified five instances

410 1d. at 24.

4“1 Testimony of Danid J. Altobello, December 17, 2002, at 255.

12 Tegtimony of Joseph Haskins, Jr., December 17, 2002, at 256.

13 Deposition of Mark Muedeking, taken on October 10, 2002, at 284 — 285.

414 Testimony at Public Hearing, January 31, 2003, at 180 — 182.

41> Tegtimony of Thomas C. Geiser, Day 14, February 4, 2003, at 65.

416 April 22, 2002 Piper Rudnick Memorandum to John Picciotto, Exhibit 208 to December
2002 hearings.
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in which it provided "forma advice' to the Board of Directors, only two of which were in
writing: a January 22, 2001, memorandum by Elizabeth Grieb; and a November 20, 2001,
memorandum by Jay Smith regarding the Board's duties in connection with its decison to
decline Anthem's interest on bidding on CareFirsd. The January 16, 2001, memorandum
describes the converson datute and lids most but not dl of the satutory criteria to be
consdered by the Insurance Commissioner in reviewing the transaction.

Notable among the criteria not liged is the criteria that prohibit private inurement in
connection with the transaction.**’

Jay Smith, a Piper Rudnick lawyer who testified on behdf of CareFirg at the hearings,
agreed that the anti-inurement provison in the statute was "a materia standard” the law required
and that if inurement were determined to be found, the ded would have to be disapproved.**®
Mr. Smith tegtified that the purpose of the memorandum was focused particularly on the Board's
respongbility to look only at price as opposed to other non-price issues in its negotiations with
potential suitggs, and that the omisson of the anti-inurement provison, dthough materia, was
"inadvertent.

While Piper lawyers argued on numerous occasons that the anti-inurement provison
was in fact discussed with the Board of Directors, there is smply no evidence that this is the
case. While it may certainly be true that the Board discussed that there would be public reations
problems with the bonuses as condtituted,*”® there is smply not a shred of evidence that the
concept of inurement or its gpplication to this deal was analyzed by the Board or its lawyers or
discussed. It is reasonable to draw a conclusion that if it were discussed it would be reflected in
some of the documents obtained by the Maryland Insurance Adminidration in connection with
the Proposed Transaction. The Adminidtration received thousands of pages from the files of
Piper, the Board of Directors and the Board's invetment bankers, CSFB, dl of which are
devoted to extensve andyss of the compensation packages. In fact, one of the most
remarkable, and in many respects disgppointing, aspects of this review is the reveation
regarding exactly how much time and effot went into formulaing the compensation
arrangements, reviewing the tax implications of the arrangements, caculating under innumerable
scenarios the amounts of the pay-out to the executives and so on. What cannot be determined is
why there is no discusson regarding the anti-inurement provisons. Mr. Wolf dso tedtified that
he had no recollection of any discusson on the inurement issue in the Strategic Planning
Committee meetings. He did not know if it was discussed in the Compensation Committee
meetings, as he did not atend those***

It is dso hard to bdieve that those in podtions of respongbility at CareFirst involved in
this transaction was unaware of the law and would not have flagged it for the Board. Mr. Wolf
tedtified that he was aware of it.*?> CareFirst was involved in the development and passage of the
converson datute in 1998. Furthermore, the converson datute is neither lengthy nor complex,

47 1d. at 8.

18 Tegtimony of Robert William (“Jay”) Smith, Jr., December 17, 2002, at 183 -184.

419 1d. at 184 - 185.

20 The Board was aware the public would react negatively to the bonuses. In responseto a
guestion about the bonuses, the Chairman of the CareFirst Board told the Senate Finance
Committee that, “ Believe me, we have done this conscious of the fact that there would be a
firestorm about, to us, an issue that is ared herring, the compensation issue.. . ..” Senate Finance
Committee Hearing, Senate Bills 410, 411, 413, 487, and 592, March 12, 2002, at 42.

21 Deposition of David D. Woalf, taken on September 19, 2002, at 23. The minutes of the
Compensation Committee from 1998 through 2001 do not identify Mr. Wolf as an attendee.
22 Deposition of David D. Wolf taken on September 19, 2002, at 19.

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 132



and therefore, the anti-inurement provison is not easly overlooked. The record reflects
extendve andyss on whether or not the various compensation arangements condituted”
excessve parachute payments under the internd revenue service tax code and what the tax
implications of the bonuses would be to both the individuals and the corporations”” Assuming it
is true as Mr. Smith tedtified that the purpose of the January 16, 2001, memorandum was as he
described it is a dgnificat overdght that at no other point in time was advice rendered to the
Board regarding the meaning of the anti-inurement provison. Mr. Muedeking tegtified under
oath at his depodtion that while he was generdly aware that there was an anti-inurement
provison in Maryland law, he was not aware that it was part of the conversion statute. He later
tedtified that he was in fact aware tha the anti-inurement provison existed in the conversion
datute and that the merger incentives “would be a significant consideration in the approval
process.”**

In sum, the reason for this oversight cannot be determined from the record and therefore,
it cannot be determined with certainty whether the oversght rested with the Board, its lawyers,
or both. Whether or not the Board and its advisors were operating a "don't ask and don't tdl
policy" as it relates to anti-inurement is a reasonable quegtion. This falure to take this warning
serioudy is notable because the Board in other stuations sought and recelved legd advice on the
lawfulness of its corporate actions. But the absence of any discusson on the inurement issue
utimately is yet one more suggestion that this Board was determined to insure that the
management team would receive payouts as aresult of the transaction.

Some of the most compelling issue on the topic came from Leonard Schaeffer, the CEO
of WdlPoint. Mr. Schaeffer made clear that it was only through the agreement to pay the
executive bonuses that would WdlPoint be granted the privilege of purchasing CareFirs. As
noted above, he described the bonuses as a take it or leave it propostion, meaning that without
the payment of the bonuses the deal could not be consummated. Fomulated in this way, the
bonus became a ransom that bidders, acting in good faith, were forced to pay for their bid to be
viewed favorably.

Under these circumstances, the bonuses became nothing more than a ransom that had to
be pad by an Acquiror in exchange for the ability to purchase the company and an agreement by
the CareFirst Board of Directors. Formulated in this light, the bonuses seemed to have risen to a
level of paramount importance to the Board, perhaps even being more important than whether or
not the company itsef would be sold. Obvioudy conditioning the sae of the company on the
payment of the bonuses fundamentdly cdls into question the motives for the sde. If it were true
that the sde of the company was deemed important by the Board in order to ensure the long term
viability of the corporation, then dealy the importance of the bonuses would have to be
subordinated to the broader interests of the corporation which, in the Board's view, was stated to
be sde to a patner to ensure the company's long term viability. However, Mr. Schaeffer's
testimony makes clear that in presenting the bonuses as "no bonus no deal,” the CareFirst Board
viewed the interest of the executives as paramount to the corporation. This was impermissible
and aviolation of their fiduciary duties to the corporation.

J. SUMMARY OF KEY PoINTS RELATING To FACTOorRs Useb By
CAREFIRST IN SELECTING WELLPOINT

Early in the process of selecting a strategic partner, CareFirst and its advisors were placing
a priority on a transaction that achieved the goals of geographic dominance, either through
contiguous expansion, or by increasing market share. CareFirst also emphasized the need

423 Deposition of David D. Wolf taken on September 19, 2002, at page 24, line 13-14.
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to retain the ability to "control its destiny”, which meant that it sought to maintain and
maximize thelevel of control it could exert in the successor organization.

The partner ultimately selected by the CareFirst Board, WelPoint, does not directly or
immediately further the goal of geographic dominance because WedlPoint is not contiguous
to CareFirg, and has made no commitment to capitalize any contiguous or in-market
acquisitions.

A transaction with Trigon would have given CareFirst a greater level of " control" after the
transaction, as measured by the Accenture criteria, than a deal with WelPoint because of
the greater level of CareFirst representation on the Trigon Board as compared to the
WedlPoint Board. In addition, under the Trigon deal, CareFirst's CEO would have become
Chairman of the Trigon Board, and he would have had a greater level of management
authority in the combined company than with the WellPoint deal.

Trigon was identified as a potential merger partner even before Accenture recommended
its strategic goalsto the Board.

At least until January 2001, Accenture CareFirst staff and CSFB viewed Trigon as a
preferable merger partner over WellPoint.

In a meeting of the Strategic Planning Committee in March 2001, the Board was presented
with handouts listing criteria used to rank the relative advantages and disadvantages of
Trigon and WelPoint as merger partners. WaellPoint was not ranked superior on any
measures, Trigon was ranked as superior on two measures, and the two were ranked
equally on all remaining factors. At the April 2001 meeting of the SPC, at which the
recommendation was adopted to negotiate a deal with WellPaint, those rankings used in
March which favored Trigon were either deleted or altered, so that WelPoint was now
ranked superior, without clear explanation. New Criteria were added that clearly favored
WellPaint.

Representations by CareFirst’s CEO to the Board in April 2001, that a deal with Trigon
would result in 2000 jobs being lost, were not supported by staff analysis, and contradicted
earlier assessments by the Company and its advisors. These estimates were not credible
and were most likely used to justify a recommendation that WelPoint be selected as the
preferred partner.

WedlIPoint emerged as the favorite bidder in April 2001 primarily for reasons unrelated to
the strategic objectives of gaining geographic dominance. WellPoint did provide absolute
scale, but fewer synergiesthan Trigon because it was not geographically contiguous.

Nor was preference for WdlPoint based on demonstrable advantages to CareFirst’s
customersor thecitizens of the statesin which it operates.

Trigon's attempt to purchase Cerulean while at the same time negotiating with CareFirgt,
in addition to causing CareFirst believe that Trigon had retreated on a perceved
agreement to create a regional headquarters in Maryland, created a breach of trust with
the CEO of CareFirst that contributed significantly to the preference for WelPaint in
April 2001.

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 134



In May 2001, CareFirst conducted "confirmatory due diligence® on WelPoint, and no
"fatal laws' were detected in that diligence.**® However, one of two "key weaknesses'
identified was the negative impact a WelPoint deal could have on CareFirst employees.
These impacts included reductions in retiree coverage, pension plans, and incentive/bonus
plans. However, the recommendation to the SPC at that time was to " Proceed with Final
Negotiations of Merger Agreement” with WellPoint.

Although the Board of Directors adopted a resolution in April directing management to
negotiate a definitive merger agreement with WelPoint, while not excluding Trigon from
consderation, management restarted negotiations with Trigon in the late spring or
summer of 2001. The reason negotiations with Trigon were restarted were most likely
because of the reduction in employee benefits that could result from a deal with WellPoint,
and thiswas viewed as not an acceptable outcome.

In the July 2001 meeting of the SPC, the CEO updated the Board on discussions with
WedlPoint and reported that the "gap in associate benefits does not have any clear
resolution.” Also in the July 2001 meeting of the SPC, CSFB ranked Trigon and WellPoint
equals with regard to "headquarters.” Trigon was ranked superior on " Commitment to
Associates' and " Board Representation.”

During the course of the summer and fall of 2001, after negotiations with Trigon were re-
opened, numerous discussons were held between the CareFirst management and Trigon
regarding the role the CareFirst CEO would play in the new organization, and who would
have control and authority in the organization.

The CEOs of Trigon and CareFirst each believed that he should be the CEO of the
successor organization. Trigon's CEO held this belief because Trigon was tendering the
purchase price for CareFirst; the CareFirst CEO held this belief because CareFirst was
larger than Trigon in important (but not all) respects.

Normally in dtuations involving the acquisition of one company by another, the CEO of
the acquired company does not ascend to be CEO of the Combined company, absent a pre-
arranged plan of succession to replace the CEO of the acquiring company. No such plan of
succession was contemplated in thistransaction.

CareFirst management employed outsde counsel, at CareFirst's expense, to advise them
on matters relating to the transactions, including executive compensation matters and the
role of the CareFirst CEO in the Trigon organization. The counse so employed had
previoudy represented the CEO in a personal capacity in negotiations with CareFirst over
his employment contract in 1998. The outside counse in that negotiation obtained
favorable terms for the CEO, and negotiated from a position adverse to the interests of
CareFirst. The Chairman of the Board was unaware of the involvement of the outside
lawyer at the time, did not consider the lawyer to be representing the corporation, and did
not view the engagement as desirable.

In the summer and all of 2001, the discussions with Trigon were dominated by the issue of
the roles and responsibilities of thetwo CEOs in the successor organization.

Trigon learned of the merger incentives approved by the CareFirst Board in the late spring
or summer of 2001. Trigon clearly expressed its opposition to the incentives to CareFirst

424 CareFirdt, Inc. Strategic Planning Committee Meeting Minutes of the Board of Directors,
May 24, 2001, Exhibit 152.
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management, and indicated its belief that they would complicate the regulatory approval
process.

In part to determine the level of negative reaction to the merger incentives, Trigon
requested a "regulatory walk-around” to meet with the regulators in the affected
jurisdictions so asto gauge the regulatory " buy-in" and " do-ability" of the deal.

The retention bonus, merger incentives, excise tax, and associate benefit level after the
merger wereall considered " Critical Deal Points' by CareFirst Management.

In September 2001, according to the minutes of the Strategic Planning Committee, " The
main issue surrounding [WelPoint] negotiations is determination of how the associate
benefit gap will be closed.” The minutes also state that " The key outstanding issue for
[Trigon] is lack of definition regarding how the business would be run on a day-to-day
basis" The differences between the "downside protection” offered by Trigon and
WeéllPoint were not described asa " Key outstanding issues.”

In October 23, 2001, CareFird's internal point person on the transaction, David Waolf,
prepared a memorandum for the CEO describing outstanding issues regardlng the bids of
both Trigon and WelPoint. The merger incentive program was listed as an " open issue"

for Trigon, but was not listed as an open issue for WellPoint. Of issues that were viewed as
"open,” or that "required partner concessons', no mention was made of a difference in
the downsde protection between the WellPoint and CareFirst bids. Open issues for Trigon
included “incentive program,” “WLJ Role” “partner commitment to closing,” and
“associate benefits and compensations’.

As of the October 25, 2001, Strategic Planning Committee meeting, Trigon's " Commitment
to Associates' in terms of benefits levels and employment levels was ranked by CareFirst
management as superior to that of WellPoint.

As of the October 25, 2001, meeting of the Strategic Planning Committee, Trigon had not
agr eed to the merger incentive plan, while WdlPoint had agreed to the plan in a modified
form that included a component of WellPoint Stock.

The Strategic Planning Committee was advised by CSFB on October 25, 2001, that
WdlPoint's "imminent” filing of a registration statement in connection with its acquisition
of RightChoice would prevent WelPoint from pursuing other partners until the
RightChoice transaction was closed. The Board was advised this had implications for the
timing of itsdecision on its strategic partner.

The minutes of the November 5, 2001, meeting of the Strategic Planning Committee
memorialize the status of "open issues' that were "resolved" between CareFirst and the
two bidders. Five " open issues' were listed regarding Trigon. Of these, three issues were
resolved acceptably. These resolved issues relating to Trigon included " the elimination of
the regulatory due diligence request,” and "inclusion of subordinated notes to protect the
transaction price."

As of November 5, 2001, the proposed organizational structure with Trigon, with Mr. Jews

as Chairman of the Board and Mr. Snead as sole CEO of the combined company was ill
view as" unacceptable.

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 136



As of November 5, 2001, CareFirst also viewed as unacceptable a new requirement by
Trigon that termination of the management agreement would be permitted if hearings on
the deal had not commenced within nine months of signing, or if the deal did not close by
April 1, 2003.

Trigon made this request because of questions regarding the impact the merger incentives
might have on the regulatory process.

As of November 5, 2001, the merger incentive program was not agreed to by Trigon,
whereas the status of the WelPoint proposal was that the "incentive program [would] be
replaced by [a] restricted stock program.”

Mr. Jews merger incentive was structured differently than those of the other executives,
and would be payable upon the closing of the deal whether or not he worked for any period
of time with WellPoint.

Multiple and conflicting explanations were given for this disparate treatment. While Mr.
Jews attributed this difference in treatment to Mr. Schaeffer, Mr. Schaeffer could not
recall requesting the digparate treatment, and in fact believed the merger incentives were
inappropriate but a condition that needed to be satisfied if CareFirst were to accept their
bid.

No agreement was ever reached between Trigon and CareFirst regarding the role of the
CareFirst CEO in the successor organization.

WdIPoint ultimately agreed to transtion over four or five years, the level of benefits
provided to CareFirst employees, to those provided by WellPoint to its employees. The
final merger agreement negotiated with WedlPoint obligates it to maintain employee
benefitsfor four years.

In Documents prepared by CareFirst staff for presentation to the Board in late summer
and fall of 2001 evaluating the merits of both bids, the offers Trigon and WellPoint were
making regarding the issue of the headquarters of the company were consistently ranked
as "similar' with neither one being ranked inferior or superior to the other. WelPoint's
offer was described as the corporate headquarters being located in Thousand Oaks
California, with regional headquarters in Owings Mills, and Trigon's offer was described
as having the headquarters being located in Richmond.

K. SUMMARY_ OF KEY PoOINTS RELATING TO THE ROLE THAT THE M ERGER
INCENTIVESPLAYED IN THE SELECTION PROCESS.

The CareFirst CEO requested that this company's compensation expert develop proposals
for bonuses and stock optionsto be paid to CareFir st executives by the acquiring company.

CareFirst lawyers suggested that incentives be paid only if a purchase price was achieved
that exceeded a predetermined level and that in order to be effective the incentives be
enacted before price negations began. Neither of these suggestions was followed.

CareFirst lawyers knew that there would be public concern over the merger incentives and
severance packages and sought to restructure the packages in order to minimize tax
consequences and the amounts to be paid immediately upon closing, so as to address
possible concerns.
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The Board never asked for, and never received, legal advice as to whether the merger
incentives and severance payments constituted improper inurement under the conversion
statute. The Board had reason to know that the payments could be improper under the
statute, and that they were inconsistent with prior rulings of the MIA regarding severance
payments paid by nonprofit health service plans.

The only written legal advice provided to the Board of Director regarding their duties and
responsibilities in connection with a transaction, summarized the Maryland conversion
statute but omitted any reference to the anti-inurement requirement in the law.

Both Trigon and WeélPoint objected to the merger incentives, although WellPoint
ultimately agreed to pay the incentives in a modified foom. Both bidders clearly
communicated their objections to CareFirst, induding their concerns that the bonuses
could impact the regulatory process negatively. CareFirst continued to require payment of
the bonuses as a condition of purchase.

The merger incentives were listed as part of the critical deal points in discussons with
WélPoint and Trigon.

The Chairman of the CareFirst Board testified that neither WellPoint nor Trigon objected
to the merger incentives.

Leonard Schaeffer, the Chairman and CEO of WellPoint, believed that WellPoint had to
pay theincentivesin order to be eligibleto purchase CareFirst.

CareFirst management was familiar with the anti-inurement statute.

L. SUMMARY OF KEY POINTS RELATED TO THE AUCTION AND ITS EFFECT ON
FAIR VALUE.

The weight of the evidence supports the view that Trigon was not asked to increase its price
but would have done so if asked or encouraged. A higher bid from Trigon could have
resulted in "fair value" for CareFirst, even if Trigon's downside protection were less
advantageousthan WellPoint's.

Trigon and WedlPoint both offered “downside protection,” and although there were
suggestions that WelPoint’s proposal was materially better, Trigon’s was viewed by
CareFirst as “acceptable.” In any event, no effort was made to quantify the difference in
value attributable to these provisons, and therefore CareFirss management and
consultants did not place themselves in a position to evaluate whether a higher offer by
Trigon (which seems to have been available for the asking) would have offered greater total
value, even if WellPoint offered greater such protection.

The auction conducted by CareFirst, at least with regard to the purchase price for the
company, was flawed because it was not conducted in a way that attempted to achieve the
fair value of the company, let alone maximize the purchase price.

The auction was designed to obtain purchase price parity, which in turn facilitated the
selection of the winning bidder on nonpricefactors.

No effort was made to assign monetary value to the non-price factors emphasized by
CareFirst management. As a result, CareFirst management and its advisors did not place
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themselves in a position that would enable them to evaluate all material elements of
competing offers fairly. More importantly, this failure deprived CareFirst management
and advisors of the ability to extract price considerations from either party to compensate
for perceived inferiority of non-price proposals.

CareFirst was relying on the regulatory process, rather than the auction process, to ensure
that " fair value' would be achieved rather. Thisreiance wasinappropriate.

Although Highmark was originally considered as a merger partner, it was excluded from
final consgderation because it was not a for-profit company.

CareFirst's own due diligence revealed that due to Maryland's highly regulated market,
WdlPaint's ability to achieve success under the" WelPoint Way" may be limited.

In consdering the bids from Trigon and WdlPoint, the Board did not consider whether the
acquisition by either bidder would be equitable to subscribers, or would have a significant
adver seimpact on the availability and affor dability of health carein this State.

1. Conclusion

One of the difficult aspects of the MIA's review of this transaction has been the effort to
determine what factors led to the Board's decisons to sdect WellPoint, and whether, in sdecting
and applying those factors, the Board complied with its duty of care and loydty. At first glance,
such a task might gppear to be a rdatively draightforward andyss because of the extensve
documentation in the Board minutes and Board presentations prepared by CSFB ad
management ranking, re-ranking and evauating the partners from month to month. However, a
critical andyss of the content and timing of these rankings, coupled with the testimony received
from the individuds involved reveal a troubling pattern of dgnificant incondgtencies.  As the
findngs of fact illustrate, factors which were emphasized in one set of circumstances or at a
given point in time in the negotiations are later viewed with much less significance. In one case,
rankings of the bidders were changed without good explanation. Factors which have been
presented in this proceeding as being important consgderations were less so a the time
negotiations occurred, and vice-versa. The net effect of these many, and in some cases mgjor,
inconsigtencies is to cast doubt on the credibility of the reasons offered by CareFirst for
WdlPoint's superiority.

To begin with, much of the foundation for the strategic plan, which in turn drove the
decison to be acquired, was premised on the goa of geographic dominance. To this end, Trigon
was condgently viewed by CareFird management and CareFirst advisors, including both
Accenture and CSFB, as the optimad merger candidate. However, in April of 2001 the
"gynergies’ that dl paties involved had uniformly viewed as postives, and the perceived
benefits that could be redized from Trigon as CareFirst's contiguous growth partner suddenly
evaporated. In the end, CareFirst selected WellPoint, obvioudy not a contiguous plan. In fact, it
was the least geographicdly proximate of any plan ever under consderation. Strangdy, in a
presentation to the Board in April, Cdiforniabased WdlPoint was, in counterintuitive fashion,
ranked higher than Virginia-based Trigon in the category of "Geogrgphic Presence.” Yet Joseph
Marabito from Accenture tedtified that this deal did not advance the god of geographic
dominance. Whatever dgnificance the idea of geographic dominance played in the beginning of
the process, it became less prominent in the end. While it can be argued that WellPoint could
later provide capital to move toward this god, and thus it would be a two-step process, there was
no evidence that any commitments or plans had been made for the next step. That idea is purely

speculative.
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One explanation for this change in fortune for Trigon lies in the notion that a Trigon deal
would lead to job cuts. This concern emerged later in the process, but more significantly, its
currency as a bass of decison seemed to ebb and flow dramaticdly in the course of the find
selection process. In dl the postive rankings that were given to Trigon by CSFB, Accenture, and
the CareFirst management from 2000 through April 2001, no mention was made or concern
expressed about possible job cuts. However, by April 2001, the positive potentia for job growth
with Trigon was transformed into what would seem to be a ded-killing prediction by the CEO of
CareFirst of massve job cuts. Later, in the summer and fal of 2001, a ded with WellPoint
seemed hard to reach, and Trigon was once again a viable candidate and the subject of extensive
negotiations. Later dill, as WdlPoint came back into favor in the late fal of 2001, the prospect
of job cuts again reared its head as a concern expressed by the Board, CSFB, and management.
Now in this proceeding job loss is again cited by management and the Board as one judtification
for the sdection of WelPoint. But even this point is not clear-cut. Mr. Wolf consstently
tedtified in this proceeding that, below the CEO level, job cuts were not a concern. The Board
minutes confirm that he expressed this view to the Board.

The evidence around this issue cannot dl be reconciled, but the weight of the information
collected shows that the issue of jobs was a tool that was used, to justify a preference for one
bidder or the other tha was actudly based on other consderaions. This is a reasonable
conclusion for the following reasons. Mr. Jews sudden estimate of huge job loss in a Trigon
deal seems to coincide with the breach of trust that occurred between he and Mr. Snead over Mr.
Snead's aleged broken promise to move corporate headquarters. Mr. Jews was most upset over
this because he had made representations to legidators that turned out not to be true. The issue
subsided as it became clear in the summer of 2001 that a ded with WellPoint would adversely
impact associate benefits, and Trigon would have to be reconsdered. CareFirst made clear it
believed it could not get approva for a ded in which associate benefits were reduced.  WellPoint
then had added problems as a potentid partner because it expressed concern over the merger
incentives. The facts suggests these factors led management back to the table with Trigon, at
which point the discusson of Mr. Jews role dominated the discusson. The falure to reach
agreement on this issue, coupled with Trigon's vehement objections to the merger incentives,
placed WdlPoint back in the running agan. WdlPoint reluctantly agreed to the merger
incentives, and the evidence is that Trigon did not. Since using the fact that a partner was
selected because it agreed to pay large bonuses to the executives as a basis to judtify the selection
of WdlPoint would obvioudy draw public scorn, it seems the fear of job loss, a non-issue in the
summer, again was resurrected.

While this may be a harsh criticiam of the Board and management, it is one, and perhaps
the only reasonable explanation for what otherwise could not be explained in any raiond way. If
the Board and management truly believed 2000 jobs would be cut in a ded with Trigon, how
could Trigon even possibly have continued to be considered as a partner given CareFird's view
that Maryland politicians would not stand for such aresult?

CareFirst has often described the issue of corporate headquarters as playing a sgnificant
role in the decison making process, and the history here is smilar to that of the jobs issue. The
Board Chairman raised the concern in his testimony that Trigon had a one point suggested that
corporate headquarters could be moved to Maryland, then withdrew this idea and stated that
corporate headquarters of the combined entity would be in Richmond. On this issue however,
there is litle disoute now that maintaining the corporate headquarters in Richmond would not
have a substantia impact on jobs. Mr. Snead, Mr. Jews, and Mr. Wolf all agreed on this in their
tetimony. The issue was more symbolic than substantive. In fact, CareFirst dtaff and CSFB
condgently ranked the offers from WdlPoint and Trigon as "smila™ on this issue, with nether
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one being superior. Under both proposals, each would mantan the corporate headquarters in the
current location of the Acquiror. Each would maintain the headquarters of CareFirgt in Owings
Mills. The more dgnificant "headquarters' issue with the Trigon bid seems to be the perception
that, at one point, Mr. Snead ether suggested or committed to move the headquarters, only to
later back off the idea. This reversa seemed to weigh much more heavily than the actual
location of the heedquarters.

The purported advantages of the WellPoint offer on "headquarters’ is smilarly Stuated on
shaky ground. CareFirgt has trumpeted WellPoint's commitment to Stuate the headquarters for
the "Southeast Region” in Maryland as a dgnificant benefit. However, Leonard Schaeffer, the
CEO of WdlPoint, tedtified that Cerulean, the only WelPoint-owned Blue Cross plan near the
eastern seaboard, was not pat of this Southeast Region.”® Perhgps more importantly, the
Merger Agreement only requires WdlPoint to maintain the headquarters for the Southeast
region, whatever that region may ental, in Maryland, for two years. Whether or not it is
symboalic, it may very well be temporary.

In summary, whatever weight the issues of corporate headquarters or jobs are given now
as a judification for sdecting WdlPoint or rgecting Trigon, in both cases the issues fal to
support the decisions actudly made.

Another factor given considerable weight recently, particulaly by CareFird's investment
bankers at the hearings hdd by the MIA, is the issue of "downdde protection.” Especidly in
response to questioning regarding the credibility of an "auction” that ended in a tie, Mr. Smith of
CSFB emphasizes the efforts that went into securing the purchase price through the agreement
by WdlPoint to issue subordinated notes if WellPoint stock dropped so far as to jeopardize the
ful purchase price*® In his view this was an important eement of obtaining "far vadue' for
CareFirst. Mr. Altobdlo cited this as a key diginction between the offers and tedtified that
Trigon's offer would have required CareFirst, to bear the risk if Trigon stock dropped
substantidly.*?’

Mr. Smith is correct that CareFirst could legitimately prefer a bid with superior downside
protection in order to better secure the ful purchase price for the company. This would be
condgent with the Board's duty to obtain far vaue. The problem is not that this is an
ingppropriate factor. The problem is that, according to the CareFirst Board minutes, Trigon
offered to provide protection that was “acceptable’ to CareFirst. Mr. Nolan of Trigon confirmed
this in his deposition.*?® This gpparently uncontradicted fact seems to have escaped the notice of
may, as the CareFirst tetimony was prepared for the MIA's hearings in this matter. It Ssmply
cannot be sad that WdlPoint's bid on this factor was superior, because by early November,
before the Board voted on a"winner”, the Trigon offer on this issue was acceptable.

In addition, while this point of digtinction between the two bids, which turns out not to be
a point of didinction, was one that received much less prominence than it did during
negotiations. During the summer and fdl of 2001, when Trigon was back in the running,
Trigon's weakness on downside protection was not flagged in any of the presentations to the
Board. An October presentation to the Board noted five key "open issues' with Trigon, but this
was not one of them. According to Board minutes, in September the "key" issue with Trigon was

25 Tedtimony of Leonard D. Schaeffer, March 11, 2002, at 89 — 91.
426 Tegtimony of Stuart F. Smith, January 31, 2003, at 190 - 194.
27 Tegtimony of Danidl J. Altobello, March 11, 2002, at 285.

428 Deposition of Timothy P. Nolan, August 19, 2002, at 65 - 66.
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the management dructure.  This materid drongly suggests that like jobs and headquarters,
downside protection became more of an issuein hindsight.

The double standard the Board applied in evauating the bids can be seen in yet another
area.  While often unmentioned in public presentations, WellPoint required indemnification
agang the potentid that the IRS would issue an unfavorable ruling on the tax consequences of
the deal. This was estimated by CSFB as a potential exposure to the Foundation of $125 - $140
million. While WdlPoint was willing to pay $5 million toward the purchase of insurance to
cover the exposure, the agreement dlows WellPoint to terminate if the insurance costs more. If
no insurance is available, CareFirst may terminate.

This condition of the merger agreement to closure is rarely mentioned in the testimony.
There is no evidence, that the Board ever debated whether this condition is more or less risky to
the deal than the conditions sought by Trigon to which CareFirst objected, such as the request for
the timdy initiation of hearings on the ded. Yet if the Board had been weighing serioudy the
pros and cons of the dedl on the factors stated, such an analysis should have occurred.

This detailed andyss of the reasons offered by CareFirst in support of its selection leads
to the unfortunate concluson that ingppropriate factors played a role in the sdection of
WidlPoint, and that, in permitting these factors to play such a role, the Board breached its duty of
care and loyalty.

The evidence is drong that WelPoint's ultimate agreement to the merger incentives
played a dgnificat role in its sdection of the prevaling bidder. The reasons largely cited by
management and the Board have been shown to be specious. This, coupled with the documents
written at the time, which listed compensation as a critica dea point, and the very early focus by

on bonuses and options, dearly show that the issue was a key eement of the dedl.
This point is dearly confirmed by the tetimony of Mr. Geilser and Mr. Schaeffer. The Board's
unyidding defense of these bonuses, particularly when informed they could result in the
disapproval of the proposed conversion, is yet another confirmation that this dea was about
money for the executives. Even after the merger incentives were renegotiated, bonuses were ill
atached to the ded. The so-cdled retention bonus for the CEO of CareFirst would
paradoxicaly be paid even if the executive was not retained.

The Board was complicit in this attempt to enrich the executives. It was presented with
the same information the MIA reviewed, which showed clearly that the offers by WelPoint were
ultimatdy deemed compatible on jobs, headquarters, commitment to loca presence, downside
protection, and purchase price. And on the issue of control, viewed as critical to the Board in
late 2000 and 2001, WelPoint was clearly inferior. Moreover, on an issue that was viewed as
criticaly important, WellPoint's bid could be sdvaged only with a temporary fix - maintain
current employee benefits for four years only. This was not an issue with Trigon. Trigon's last
minute efforts to conduct a regulatory walk-around, and provide termination rights if the dedl
foundered, were triggered in large part by the bonuses, and therr view that the bonuses could tall
or kill the ded. Trigon was right, dthough their concerns were belittled a the time by CareFirst
management.

It is dso evident that the ingbility of Mr. Jews and Mr. Snead to reach an agreement led to
the demise of Trigon as a bidder. The Board Chair cited this as a reason for reecting Trigon.**
Yet this dissgreement is indefengble unless the Board's actions are dictated by Mr. Jews
persona desires rather than the interests of the corporation and its stakeholders. The origina

429 Tedtimony of Daniel J. Altobello, March 11, 2002, at 178 — 179.
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offer by Mr. Snead gave the CareFirst Board authority and "control” in the new organization.
Even when modified to give Mr. Jews the Chairmanship of the Board, it vastly exceeded
anything offered by WelPoint. While the mechanics of the origind proposa may have required
finetuning, the evidence shows that Mr. Snead was ready, willing and able to share power. The
sumbling block was the smple fact that Mr. Jews believed that he persondly should be CEO of
the combined companies, even though Trigon would be paying $1.3 hillion to buy his entire
company. It is incomprenensble why, if the Boad viewed control as an important
congderation, it rgected Trigon's bid. There is not one shred of evidence that any Board
member even noticed or remarked that this issue, so important in the beginning, was now being
abandoned. The case is the same for geographic dominance. Once an important issue, now
suddenly it was not. No Board member seems to have questioned this about face.

In this ingtance, it seems clear that the Board completely abdicated its responsibility under
8 14-115 of the Insurance Article, which requires that "the business and affairs of a nonprofit
hedlth service plan shdl be managed under the direction of a board of directors”” This process
appears to have been driven by management from beginning to end, and unfortunately, it appears
that the interests of management were driving the process. Most revedling was the disclosure that
a lavyer who had previoudy served as a personal lawyer to Mr. Jews conducted negotiations
with Trigon on issues of job responsbility. He aso reviewed compensation matters, and in
some cases talked or met with Mr. Jews or Mr. Wolf, two, three, and four times a day. Even the
Charman of the Board, so unwaveringly supportive of management in dl other respects,
tedtified under oath that he was not aware of this arrangement, did not think it was advisable, and
did not believe the lawyer was representing CareFirst.

The Board's decison granting the merger incentives is an even more egregious breach of
its duties of care and loydty. These bonuses were shocking by any measure. The evidence
shows that contrary to the origind assartions, management did play a role to initiste and evauate
various bonus ideas. The lawyers and experts dedlt directly with management, as evidenced by
subpoenaed documents from Piper Rudnick and CSFB, as wdl as testimony from The Hay
Group. The evidence regarding the Board's falure to heed numerous warning sgns that the
bonuses were improper is especidly damning.  While fully documented below, the Board's
falure to a least seek a determination that the bonuses were proper under the converson satute
amounts to willful neglect. Some members of the Board in 2001 were also members in 1998,
when the legdity and appropriateness of bonuses in a nonprofit setting were raised by the MIA.
This willfu neglect of its duties confirms what the totaity of the evidence aready reveded, that
a key mativation behind this ded, if not the principd motivation, was the enrichment of the
executives.

Another area where the Board falled to discharge its duties is its falure to condder some
of the key datutory factors that would guide the regulatory decison. Conspicuoudy, one of the
key factors the Board did not have on its list of items to be considered is whether the transaction
with one or the other bidders would be "equitable" to subscribers, as the statute requires. Nor is
there any reference to the dautory criteria regarding the impact on accesshility and
affordability of hedth care in Maryland. There is no evidence the Board looked a how the
pricing or underwriting processes of either Trigon or WedlPoint might change CareFird's
product offerings and market practices. While hundreds of hours and thousands of dollars were
goent working on, and reviang, the compensation arrangements to try to minimize the tax
consequences, it seems that no efforts were expended to examine whether the pricing or
underwriting practices of ether bidder would have a negative impact on the individuals to whom
the Board had the highest duty.
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M. Whether conflicts of interest wer e disclosed

In determining whether the proposed acquisition of a nonprofit hedth service plan is in
the public interest, the MIA must consder:

whether any conflicts of interest were disclosed, induding conflicts of interest of
board members, executives, and experts retained by the transferor, transferee, or
any other parties to the acquigtion;

Md. Code Ann., State Gov’t § 6.5-301(e)(3).

The term “conflict of interest” usudly refers to a clash between interests. It arises when
regard for one duty tends to lead to disregard for another. It arises when one's discrete personal
interests are at odds with on€'s duty to another. See, e.g. Black’s Law Dictionary (6" ed.); 67
C.J.S. Officers § 244; Allstate Ins. Co. v. Campbell, 334 Md. 381, 395 (1994) (recognizing that
conflict exigts where interests diverge); Attorney Grievance Comm. Of Md. v. Sachse, 345 Md.
587, 588 (1997) (recognizing conflict as the atempt to act in two capacities or on behalf of two
interest in the same transaction).

The converson datute contains a number of provisons that seek to ensure that the
decison to convert from nonprofit status is made for the right reasons, in conformity with duties
owed to the nonprofit, and not for any improper reasons related to the sdf-interest of the
decison-makers or third parties. Thus, the Act prohibits private inurement of the nonprofit's
public assets (Mp. Cobe ANN., STATE Gov'T 8 6.5-301(b)(3)), as well as the transfer of any
remuneration that could influence the decision to convert (Mp. Cope ANN., STATE Gov'T § 6.5-
301(b)(3)). Similarly, the Act requires the transferor to act with due diligence, which includes
the adherence by officers and directors to their respective duties of care and loydty. The duty of
loydty includes, of course, the obligation to disclose any conflicts of interest and to refrain from
any form of sdf-deding.

The Act requires the MIA to consider whether conflicts of interest of officers, directors,
and experts exised and were disclosed.  This requirement is consstent with the legidative
directive that a converson decison be a fair and unbiased decison. Corporate decison makers
may rely on experts and advisors in general and in the context of a converson. See Mp. Cope
ANN., STATE GoVv'T 8§ 6.5-301(e)(2); Corp. & Assoc. Art. 8§ 2-405.1(b)(2)(ii). Thus, in addition
to assuring that they have no bias or conflicts of their own, it is critica that decison makers be
aware of any bias or conflict that might influence the experts that they rely upon. The existence
of a conflict does not necessarily disqudify the expert or advisor. The MIA, however, must
consder whether such conflicts were disclosed and, thus, considered by the Board in relying on
experts and in otherwise deciding to approve the Proposed Transaction.

There are three circumgtances in which it appears that sgnificant conflicts of interest
may have exiged with respect to third parties that played key roles in CareFirst’s decison to
convert and/or in negotiations relating to the selection of a merger partner. In one case, that
conflict was not disclosed to the Board. It is uncertain whether the Board was aware of,
gppreciated, or took into consideration the other conflicts that existed.

1. The Neuberger Conflict
The firg conflict involves the engagement of Isaac Neuberger by certain corporate

officers to represent CareFirst in negotigtions with potentid merger partners  without the
knowledge or permisson of the Board. Mr. Neuberger is an atorney and a principd in the law
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firm of Neuberger, Quinn, Giden, Rubin & Gibber, PA. In 1998 and 1999, Mr. Neuberger
represented Mr. Jews persondly in the negotiation and drafting of his employment agreement
and compensation package with CareFirst.**® Mr. Neuberger also represented Mr. Wolf in 1996
and 1997431in connection with the negotiation and drafting of his employment agreement with
CareFirst.

Mr. Neuberger was involved in discussons and negotiations relaing the sdection of a
merger partner. Although Mr. Neuberger never appeared before the Board, he was a significant
player behind the scenes, meeting with CareFirst officers, counsd, investment bankers and
potentiadl merger partners on a routine basis. In addition, Mr. Neuberger met with officers to
assist them in preparing for presentation to the Board.

Mr. Jews tedified in his deposition that all of the work done by Mr. Neuberger in
connection with the Proposed Transaction was done as counsd for CareFirgt.**?  According to
Mr. Jews, Mr. Neuberger was not engaged to act on behaf of any individud officer.

The record does support the inference that Mr. Neuberger provided some general advice
and guidance to CareFirg regarding the plan to convert and the sdection of a merger partner.
However, it is clear from Mr. Neuberger's hilling records that Mr. Neuberger's played a
gonificat role in the andyds, and comparison of the executive compensation for Mr. Jews and
other CareFirst executives.

Mr. Neuberger began hilling time to CareFirst in conjunction with what his bills describe
as a “reorganizaion” in August, 1999 By December, 1999, Mr. Neuberger was talking to Mr.
Jews, Mr. Wolf, and various invesment bankers severa times per week. 1d. This practice
continued through 2000, with the intensity of the contacts increasing over that period.*** By
January 2001, it became clear from Mr. Neuberger's hilling entries that a mgor focus of his role
was executive compensation.  The hilling entries throughout 2001 appear to be directly related to
his review of compensation arangements, including comparisons of compensation offers from
Trigon and WedlPoint. For example, in January, 2001, Mr. Neuberger met with Billie Grieb, an
attorney a Pipar who was working on compensation issues**®* On March 14, 2001, Mr.
Neuberger reviewed the “Hay dternatives”**® Hay was the executive compensation consultant
for CareFirs. The following day, Mr. Neuberger had a telephone conference with Sharon
Vecchinone, Mr. Jews assgtant, “to review compensation analyss.” 1d.

30 Indeed, it was Mr. Neuberger that proposed the excise tax “gross-up” of Mr. Jews parachute
payment. Exhibit 237, October 21, 1998, Isaac Neuberger letter to William L. Jews, NO000438
—N0000489; Exhibit 238, October 30, 1998, Neuberger |etter to Jews, with attached
Employment Agreement, NOOO0490 — N0O000810; Exhibit 240, November 1, 1998, February 1,
1999, October 1, 1999, December 1, 1999, and July 1, 2000, Neuberger, Quinn, Gielen, Rubin &
Gibber, P.A. invoices to William L. Jews, NO0O00211 — N0000215; Exhibit 241, October 14,
1998, Neuberger letter to William L. Jews, with attached draft Employment Agreement,
N0000244 — N0000273.

431 Exhibit 239, December 1, 1997, and November 1, 1998, Neuberger, Quinn, Gielen, Rubin &
Gibber, P.A. Invoicesto William L. Jews, NO0O00207 — NOO0O0210.

32 Deposition of William L. Jews, September 6, 2002 at 37.

433 Exhibit 236, Neuberger, Quinn, Gielen, Rubin & Gibber, P.A., January1, 2000 Invoiceto
David Wolf (CareFirst) at NOO0O0027 — NOOO0028.

34 1d. at NOOO0029 — N0000048.

435 Exhibit. 236 at N49.

4% |d. at N53.
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Mr. Neuberger's March, April, and May hillings focused on an andyss of compensation
issues, reviews of compensation matrices, meetings with attorneys from Piper who were
addressing executive compensation issues, and “work” on the terms of compensation agreements
and dternatives®®’ It is particularly interesting that in June, 2001, Mr. Neuberger began to have
frequent, indeed dmog daly, conversations with David Platter, the Trigon investment banker
leading the negotiations for Trigon.**® Throughout the Summer and into the Fal, 2001, Mr.
Neuberger was focused on discussons regarding compensation firg with Trigon and later with
WdlPoint. He adso made comparisons of the “Atlantic and Pecific deds’ based on pension,
bendfit and compensation arrangements**® Mr. Neuberger dso attended a meding between Mr.
Jaws and Mr. Snead regarding Mr. Jews role in the combined company. According to the
testimony, no other lawyers purportedly representing CareFirt attended this meeting.

As discussed earlier, in the Spring and Summer, 2001, negotiations with WelPoint
appeared to be at a ganddtill, while discussons with Trigon intengfied. Trigon has tegtified that
during this time frame a key dement of the discussons involved the scope and the amount of
compensation packages to be pad to CareFirst executives, including Mr. Jews and his role in the
compensation. Trigon aso tedtified that a key edement of the breskdown of negotiations with
CareFirst was Trigon's unwillingness to agree to the large compensation packages demanded by
CareFirst, induding the Management Incentive Bonuses.  WellPoint, on the other hand, objected
to the compensation arrangements proposed on behdf of CareFirst, but was willing to fund them
asacog of the acquisition.

Mr. Altobelo, the Chairman of CareFirst’s Board, tedified that he was aware that Mr.
Neuberger had given Mr. Jews “some advice” on the Proposed Transaction.*?® Mr. Altobdlo did
not think that Mr. Neuberger was representing CareFirst in connection with the giving of that
advice and testified that Mr. Neuberger did not represent the CareFirst Board. Mr. Altobello was
not aware that Mr. Neuberger was taking to Mr. Jews and Mr. Wolf on a daily basis a points in
time.  Mr. Altobdlo was not aware the Mr. Neuberger was having direct meetings and
conversations with Trigon's President, Mr. Sneed. Mr. Altobdlo believed that CareFird’s in-
house atorneys and Piper were reviewing any compensation arrangement connected to the
Proposed Transaction; he was unaware tha Mr. Neuberger was being pad by CareFirst to
review them and revise them.

These facts dearly support the concluson that Mr. Neuberger appeared to have a conflict
of interest in his representation of CareFirst. Mr. Neuberger represented Mr. Jews and Mr. Wolf
in the negatiation and drafting of the employment agreements that gave rise to many of the
compensation arrangements that became an issue in the Proposed Transaction.  According to his
billing records, Mr. Neuberger played a sgnificat role in the Proposed Transaction examining
and reviewing the compensation proposed for executives. The fact that CareFirst had retained
the services of Mr. Muedeking to advise CareFirdt, the corporation, on issues reating to
compensation further supports the concluson that Mr. Neuberger was representing the interests
of the executives. The Board Chair did not believe he represented the corporation, athough the
billing records show Mr. Neuberger was paid by the corporation.

The interests of CareFirst and the interests of Mr. Jews and the other CareFirst executives
were divergent on the issue of compensation. CareFirst had made the decison to convert and
was seeking the merger partner which would provide, among other things, the best vaue for the

37 |d. at N53-60.
38 |d. at N61-62.
439 1d. at N61-75.
440 Tegtimony of Danidl J. Altobdllo, January 31, 2003, at 69.
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public assets of the company. Mr. Jews, on the other hand, had an interest is assuring that he
received whatever compensation he might be entitted to under the employment agreement, plus
whatever CareFirst and/or its merger partner was willing to pay in merger incentive bonuses.
Thus, as Mr. Altobdlo acknowledged, having the CEO’s personal compensation counsel
representing the company in meetings with potentia suitors was not “a good practice.”**

The tesimony demondtrates that Trigon was willing to increase the amount to be paid for
CareFirst. It was not willing, however, to pay large executive compensation packages to Mr.
Jaws or the other executives. In addition, Trigon took the postion that the executive
compensation packages were probably unlawvful and were unlikedy to withstand regulatory
soruting. These circumstances, raise questions as to how Mr. Neuberger could represent the
interests of CareFirst in discussons with Trigon (or WelPoint) regarding a purchase of
CareFirst. Could he, without bias, address the question of the reasonableness of the executive
compensaion packages and their legdity, given his representation of Mr. Jews and Mr. Wolf?*4?
At the point at which the interests of the officers diverged from the interests of the corporation,
whose interests would Mr. Neuberger serve? The evidence suggest those interests indeed
diverged. Trigon was viewed as a desrable merger partner, and thus it was in the corporation's
interests to consummate a deal. Management's insstence on large bonuses and permanent roles
in the combined company conflicted with CareFird’'s interests because it impeded the ability to
consummete the dedl.

It is not within the province of this Report to resolve these questions. What is sgnificant
for the purposes of this Report is that Mr. Neuberger's representation of CareFirst, his almost
daly contact with CareFird management during key periods, his in-depth involvement in the
development and negotiation of the outrageous executive compensation packages which fueled
the public outcry agang the Proposed Transaction, and his frequent contacts and negotiations
with representatives of Trigon and WdlPoint were never disclosed to, or authorized by, the
Board. The Board apparently had no idea that the discussons between CareFirst and Trigon, at
leest as to executive compensation, were being guided and shaped by an attorney who had
previoudy represented Mr. Jews in negotiations against the Board, and who may have owed his
loydty primaily to Mr. Jews. There is a least some evidence that this arrangment may have
impaired the Board's ability to make an informed judgment about the status of negotiations with
the bidders. Mr. Altobello gave the following testimony on whether either bidder objected to
the bonuses:

Q: Did the executive compensation become an issue or problem with either of the

potentia bidders, Trigon or WellPoint?
A: No.

* k%

1 ]d. at 78.

%42 The Rules of Professiond Conduct prohibit a lawyer from representing a dlient if the
representation is “ directly adverse to another client” unless the lawyer “reasonably believesthe
representation will not adversaly affect the relationship with the other dlient” and “each client
consents after consultation.” Rule 1.7(a). While alawyer may represent both a corporation and
itsindividua officers and directors, under Rule 1.13 the dual representations are subject to the
requirements of Rule 1.7. Even with regard to aformer client, counsd cannot represent another
person in a subgtantidly related matter if the new client’s interests are materidly adverseto the
former client, unless the former client consents after consultation. Rule 1.9.
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Q: Then, findly, did Trigon ever express any concern about the executive
compensastion issue?

A: No.

Q: Never sad “too much?’

A: No, not to my knowledge.**®

The extent of Mr. Neuberger's involvement in the Proposed Transaction, his apparent
conflict of interest, and the failure to make any disclosure of his role or his conflict to the Board
raises sgnificant questions about the process that lead to the rgection of Trigon. Consequently,
the MIA concludes that the exigence and the falure to disclose this conflict supports the
conclusion that the Proposed Transaction isin the public interest.

2. TheFailureto Appreciate CSFB’s Conflict

As part of its application to convert, CareFirs was required to submit a financid andysis
from an “independent expert or consultant” that addressed the criteria outlined in § 6.5-301.
That criteria includes whether the public assets of the entity are fairly vaued and whether that
vaue has been safeguarded for digtribution to the Foundation. Mp. Cobe ANN., STATE Gov'T §
6.5-301.

On November 20, 2001, CSFB presented its "Vauation Anayss' to CareFirst's Boards,
esimating CareFirst's vaue at $1.01 to $1.2 billion based on a comparable public companies
andyds $1.17 hillion to $1.59 hillion based on a comparable M&A transactions andyss, and
$1.2 hillion to $1.525 hillion on a discounted cash flow analysis. On the same date, CSFB
provided the Boards with its farness opinion ("CSFB's Fairness Opinion”). CSFB's Fairness
Opinion dtates that "as of the date hereof, the Merger Condderation is fair from a financid point
of view to the holders of the Company Stock immediately prior to the Merger.”

The Board relied on the CSFB Vduation Analysis and the CSFB Fairness Opinion in
gpproving the Proposed Transaction. In doing so, it does not appear that the Board appreciated
or considered the fact that actual or apparent conflicts of interest existed in connection with
CSFB’sissuance each of those Opinions.

Firg, CSFB represented CareFirst in the negotiation of the agreement with WelPoint. A
guestion necessarily arises as to CSFB’s ability to supply an independent and unbiased opinion
as to the fairness of an agreement that it produced. There exists an inherent conflict in assessing
the fairness of one's own product. The Board, however, does not appear to have appreciated or
acknowledged that inherent conflict and, thus, never considered the potential impact of such a
conflict in accepting the CSFB Fairness Opinion.

Second, CSFB’s compensation for its role in the negotiation of the WellPoint transaction
induded a percentage of the purchase price if the merger is consummated. This method of
compensaion was intended to give CSFB an incentive to bring a transaction to consummeation.***
If the transaction with WdlPoint does not close, CSFB’s fee for its services is approximately
$750,000. If, however, the Proposed Transaction closes, CSFB will receive $13 million.***> The
Fairness Opinion was a necessary prerequisite to closing.

43 Tegtimony of Daniel J. Altobello, March 11, 2002, at 279 — 295.
444 (Smith, Day 2, 490:11-14).
445 (Stuart Smith, Day 2, 490:16-20).
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Delegating the fairness analysis and opinion to CSFB, a a minimum, created the risk of a
result oriented opinion, given the significant financid incentive that CSFB had to issue a positive
opinion and, thus, advance the consummation of the transaction. CSFB counters the suggestion
that its Opinions were biased by suggesting that it operates in a busness where reputation and
integrity are important, and CSFB would not risk its reputation and integrity.**® However, recent
events and reveaions regarding apparently ingppropriate, or even illegd, practices and
arangements at certain banking firms cast doubt on the efficacy and suffidency of an
invesment banker's interest in mantaning its reputation and integrity as a safeguard againgt
conflicts and undesrable practices. Furthermore, one could surmise that a reputation for
frustrating management's plans - by opining to boards that the financial terms of proposed
transactions are unfar - may be just as damaging to an invesment banker's ability to be hired by
companies intent upon consummating such deds. After dl, outsde consultants are typicdly
hired by boards of directors upon recommendation of management.

One mug question the reasonableness of CareFirst’s decison to accept and rely upon an
opinion from CSFB on the fairness of the purchase price, when the bulk of CSFB's compensation
depended upon the merger with WellPoint being consummated, which in turn depended upon an
opinion that the proposed purchase price was fair. The Board, however, appears to have given no
congderation to the potentid impact of the compensation arangement on the independence of
CSFB’s Fairness Evdudion. Brown's Due Diligence Report cautions that CSFB had conflicts of
interest in issuing its Fairness Opinion, but "hasten[s] to add that both the structure of CSFB's
compensation arrangement and its role as the issuer of an opinion opining as to the fairness of a
price that it negotiated are typica in the invetment banking business, and have not been
invdidated by the courts™*’  The Draft Brown Report concdudes: "Notwithsanding these
criticisms, CSFB's corflicting interets do not under current lav create a suffident lack of
impartidity to preclude a Board of directors from relying on CSFB's Fairness Opinion.™“,

This may be true from the perspective of assessing a director’s potentid financia liability
in cases like shareholders derivative actions, but it does not address whether, under these
circumgances, CSFB can qudify as the “independent expert” or as the “appropriate expert
assgtance’ contemplated by the Act. Nor does it excuse the Board for faling even to give
condderation to the conflict.

The fact tha a particular practice is common in the industry may suffice under the
business judgment rule for a Board of Directors to rely upon that practice in exercising its duty
of care. However, as we have learned recently, the fact that particular practices were prevaent
on Wadl Street or among invesment bankers may not make such practice desirable or defensible
in the context of the Maryland dtatutes governing this transaction. For example, the fact that, in
some inditutions, it was not uncommon for the stock anadysts to report to the investment
banking sde, a structure which may have skewed the independence of the analysts, does not
make that practice acceptable or desirable.

It is therefore far to question the reasonableness of CareFirst seeking an opinion from
CSFB on the fairness of the purchase price, when the bulk of CSFB's compensation depended
upon the merger with WdlPoint being consummated, which in turn depended upon an opinion
that the proposed purchase price was far. Certainly they considered no dternatives and put in
place no measues to offst the result of any potentid bias by CSFB. This method of

446 Testimony of Stuart Smith, Day 2, March 13, 2002, at 492 - 494.
47 Brown Due Diligence Report, page 126.

448 Id
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compensation is intended to give the investment bankers an incentive to bring a transaction to
consummation.**® In this case, if the transaction with WelPoint did not close, CSFB would
receive gpproximately $750,000, whereesiif the dedl closes, CSFB will receive $13 million.

Findly, CSFB has acknowledged that it is a large trader in WdlPoint stock, a
circumstance that again raises a question as to CSFB’s ability to provide an independent and
unbiased opinion as to the fairness of the Proposed Transaction, including an unbiased andyss
of the value of CareFird. Stuart Smith tedtified this does not pose a conflict of interest because
there are "Chinese wdls' in place to preclude the traders and the investment bankers from
colluding with each other*® RW. Smith tedified tha such arangements are typicd and
safeguards indude the fact tha utimady the invetment banker's professiona responsbility
and reputation are on the line and, in any case, it is the board of directors that ultimately
approves whether or not a transaction goes forward.”* However, despite such "Chinese walls”"
CSFB conaultants were aware that CSFB traded in WellPoint stock. They can be presumed aso
to be aware, therefore, that what is good for the right hand (i.e., stock profits from trading in
WdlPoint stock) is good for the left hand (i.e.,, CSFB consultants advisng CareFirst with respect
to a proposed transaction with WelPoint) because it benefits the same body (.e., CSFB). Asthe
recent "tech wreck" illudrates, conflicts of interet cannot be prevented merdy by erecting
"Chinee wadls' or presuming that an invesment banker's left hand is unaware of the
implications of its actions to the right hand, or that both hands contribute to the investment
banker's profitability and, ultimately to each hand's benefit.

The fact that the Board falled to appreciate and consder the CSFB conflicts represents a
gonificat deficiency in the Board's process. While it is not possible to say that the conflicts
necessarily made it unreasonable for the Board to rdy on CSFB’s Vduation Anadysis and
Farness Opinion, the Board, at a minmum, was required to acknowledge the existence of the
conflicts and to address them. The Board, a a minimum, should have considered what impact
the conflicts should have on the weght given to the Opinions and whether additional opinions
should have been obtained from completdy independent experts. The Board's falure to do so
supports the conclusion that the Proposed Transaction is not in the public interest.

3. The Accenture Conflict.

CareFirst was required by Mp. Cobe ANN., STATE Gov'T § 6.5-201 to submit an andyss
of the impact of the Proposed Transaction on the community with its gpplication to convert. To
fufill this obligation, CareFirst engaged Accenture to perform a community impact andyss.
Accenture's report, entitted “Community Impact Andysis’ was produced in January, 2002 and
submitted with the origind Form A. The Andyss purports to assess the likely effect of the
acquisition “upon the availability, accessbility, and affordability of hedlth care”

Accenture is the same entity that asssted CareFirst in developing and implementing the
strategy that lead to the Proposed Transaction, including the identification of WelPoint as a
potentiadl merger partner. Indeed, the same individua who authored the srategic plan and the
Casefor Change, Mr. Marabito, authored the Community Impact Andysss.

The Proposed Transaction is the fufillment of the recommendations made and the
guidance provided in the Case for Change. That fact immediately raises the question of whether
Accenture, as the author of the Case for Change, could independently evduate the impact of the

449 Tegtimony of Stuart Smith, Day 2, March 13, 2002, at 490.
450 1d. at 503 - 504.
1 Tegtimony of R.W. Smith, Jr., March 14, 2002, at 137 - 139.
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Proposed Transaction in the community. The Board, however, never considered whether
Accenture was predisposed to find that the Proposed Transaction would not have a negative
impact on the community. There is no indication that the Board ever considered whether
Accenture might have a conflict and, thus, be unable to provide an independent evauation.

In addition, in the Community Impact Anaysis, Accenture discloses.

It should be noted that Accenture aso provides services to WelPoint.  These services are
not related to the proposed merger with CareFirst, and the team of Accenture personnel involved
in preparing this Report is entirdy separate from the team providing services to WellPoint.
Neither Accenture nor any Accenture Partners involved in preparing this Report currently hold
directly or indirectly (other than through the holding of mutud funds) or plan to acquire the
stock of WedlPoint during the timeframe of this transaction. While Accenture will receive a pre-
arranged fee from CareFirst for the preparation of this Report, the amount of the fee does not
depend upon the approval or disgpproval of the proposed transaction by the respective
jurisdictions*>

This statement also raises sarious questions about Accenture's independence and whether
it had a conflict that prevented it from rendering an objective anadyss. Documents received by
the MIA show that Accenture received fees of $800,000 from WellPoint in 2000 and over $4
million from WéelPoint in 2001. While efforts may have been taken to create a “Chinese Wall”
to prevent Accenturds WelPoint's team from influencing the conclusons of Accentures
CareFirst team, the gppearance of conflict remains. And, more dgnificantly, there is no
indication that the Board took this conflict into congderation when it alowed Accenture to
conduct the community impact andyss or when the Board considered the conclusions reached
by Accenture.

The falure of the Board to acknowledge and address the conflicts that were inherent in
Accenture's performance of the Community Impact Andyss again represents a serious flaw in
the decison making process. The failure of the Board to appreciate and account for such
conflicts supports the conclusion that the Proposed Transaction is not in the public interest.

N. Will the acquisition have the likelihood of creating a significant
adverse effect on the availability or accessibility of health care
servicesin the affected community?

The Mayland Insurance Adminidration retained severa experts to assess the potential
impact of the transaction on the avalability or accesshility of hedthcare services in the affected
community. The conversion satute dso required the MIA to determine whether the transaction
is "equitable’ to current enrollees, insureds, shareholders, and certificate holders, if any, of
CareFirst. Mp. Cope ANN., STATE Gov'T § 6.5-303(2)(). The MIA viewed the "fairness’ and
"impact” andyses as overlapping areas of inquiry. Whether a transaction is equitable requires an
examindion of the treatment of insureds occurring after the acquisition. Relevant behaviors
indude pricng changes, underwriting changes, formulation of benefits dams payment,
network development, and customer servicee Many of these same issues impact the availability
and affordability of hedth care. Therefore, although this report expresses separate conclusions
asto the two statutory criteria, the evidence bearing on both will be considered together.

52 CF-0000224.
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1. The Feldman Report

Roger Fedman, Ph.D., collaborating with Douglas Wholey, Ph.D., and Robert Town,
Ph.D., dl dfiliaed with the Divison of Hedth Services Research and Policy in the School of
Public Hedth at the University of Minnesota, was among the experts retained by the MIA to
assg in the impact analyss. These economists conducted a study entitled "The Effect of HMO
Conversons to For-Profit Status on Premiums, Claims Payable, Provider Payments, Members
Use of Services, and Profits” Ther sudy was not specific to the WelPoint transaction, but
ingtead utilized publicly available data filed with regulators and third party data consolidators, to
extract evidence of trends and generd conclusons that might be applicable to this transaction.
While limited to HMO data only, the study provides one more tool in atempting to assess the
possble impact of a WdlPoint acquistion on CareFirss HMO subscribers.  Their overal
concluson of the various specific effects of HMO conversions was that they are mixed, and in
some cases inconclusve. Among the findings of the report are:

() For-profit HMO premiums are 4.4% lower than not for-profit HMO premiums.

() For-profit HMOs are not more profitable than nonprofit HMOs, and size and
experience rather than form of ownership determine whether an HMO is
profitable.

() For-profit HMOs had a higher adminidrative expense ratio by 1.57% than not-
for-profits. HMOs lessthan 2 years old had a higher expense ratio by 4.29%.

() There is some evidence that for-profit HMOs take longer to pay providers than
nonprofit HMOs, but the effect is amdl. A larger onetime delay in provider
payments occurs one year before the conversion, which suggests that HMOs in
finacid trouble may deay paying providers and subsequently convert to
for-profit ownership.

() The only dgnificant difference in provider payments is a onetime increase of
about 14% in hospitd per diem payment two years before a conversion.

() Enrollees in for-profit HMOs account for dSgnificantly fewer hospita days than
do enrollees in nonprofit HMOs.

() An HMO with ten competitors charges 4.2% less than one without competitors.
() WelPoint does not appear to earn excessve profits, athough its actuad premiums

were higher than predicted premiums from 1996 through 2000.
2. The Delmarva Report

The Mayland Insurance Adminigtration retained the Delmarva Foundation to review the
potential impact the transaction would have on hedth care providers and provider networks in
the State, utilization management practices, qudity manegement practices, and whether any
other measures reaing to the avalability or accesshility or qudity of hedth care would be
impacted by the transaction.

The Demarva Foundation for Medical Care, Inc., is a non-profit hedth care organization

founded in 1973 with the god of improving the quaity and vaue of hedth care services.
Demarva has worked with the Federal government, State agencies and private organizations to
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review qudity improvement, quality assurance, utilizetion review and externd qudity reviews in
dl stings of care.  The Demarva team includes physicians, nurses, hedth anaysts and other
professonas. The Ddmarva Foundation reviewed numerous sources of information including
interviews, review of tedimony from public hearings and depostions, publicly available
documents from regulatory agencies, surveys, and information received from both WellPoint and
CareFirst.

Ddmava reviewed WdlPoint's rdationship with hedth care providers because,
obvioudy, access to hedth care sarvices can be dffected subgtantially by WelPoint's
arangements with provider networks, physicians, hospitals, and other hedth care workers that
actudly ddiver the care insured by WedlPoint. Demarva cited a 2000 HMO Performance
Assessmeant Survey Report sponsored by the Pecific Business Group on Hedth, a large employer
codition in Cdifornia, that ranked Cdifornia HMOs, including BlueCross of Cdifornia the
WdlPoint HMO. WellPoint was consstently given low scores in those rankings.

Physdans ranked the dght larget HMOs in Southern Cdifornia based on tweve
different criteria, which included such areas of evduation as, "negotiating style’, "efforts to help
reolve patient grievances', and "ease of reconciling reports and payments” Of the tweve
criteria, WdlPoint ranked ether last (8/8), or next to last (7/8), in four. It ranked first (1/8) or
second (2/8) in four, and in the rest its ranking varied among third, fourth, fifth or sixth.
WidlPoint's rankings were even worse with the hospitd community. The hospitals evauated
WdlPoint and other HMOs on fourteen criteria induding such items as "accuracy of payment,”
and "timdiness of payments” WaelPoint ranked either last (8/8), or next to last (7/8), in twelve
out of the fourteen categories. The following charts from the Demarva Report summarize the
hospital and physician evauations.

Table 1. Surmmary of rankings by phvsic an organizations

Area of evaluation s Blue Cross of  Blue Shield of

Califomia | California

Magnt ating style 8/8 1:8
Flexiblity to allow goups to dacide on lovel of risk 88 &a
adopted ' _

Time for eligibility verification 1/8 1 .-.E.
Scouracy of elig bility werification . &8 5/8
Complatensss of eligibility raster | 28 378
Clarity of areas of responsibility for group and HMO 148 18
Meimber sducation on covarage and benefits A8 KA
Efforts to help resove patient griavanceas hiR 48
Acouracy of pharmacy reports 4B X8
Aoourasy of capitation paymeants and reports TG A
Ease of eeonciling reports and payments Tia 1f_ﬂ
Completeress of capitation payments and reports pe =] 18
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Table 2. Summary of ranxings for hospital avaluations
| Area of evaluation Blue Cross of  Blue Shield of
| California California

Megotiating style B/B 1/8
Hasponsivenese to contracting change reguasts BB 2
Time far HMO to verify aligibility data 1/8 | 18
Frcaunter ranort accuracy 2/8 | 4/8
Frompt response to guestions 7B 2/8
W illingness to help resolve nospital-physician group B/R 18
issUes '

Timeliness cf payment (capitation contracts) 7B 4/8
Timesliness of payment (FFS contracts) 78 3/a
Accuracy of paymeants (capitation contracts) ] |
Accuracy of payments (FFS contracts) 78 4/
Hesclution of disputed payments (capitation contracis) 8/8 /8
Rasclution of disouisd payments (FFS contracts) B8 2
Appropriatenass of retro reviews 88 h/H
Overall satisfaction with HWMO a8 38

45% of hospitzls rated WP/BCC =5 the warst haalth plan.

In terms of the overdl results of the physcian organizations surveyed, only 5% rated
Blue Cross of Cdifornia as "the best hedth plan,” and 13% rated it the worst.*>* The difference
was even more driking in the case of the hospitds surveyed, dmost 7% of which rated
Wid|Point the best hedlth plan and 46% of which rated it the worst hedlth plan.” 1d.

Ddmava aso peformed a separate survey of primary and specidty providers who
contracted with BlueCross of Cdifornia and BlueCross BlueShidd of Georgia. These results
were compared with those of the same survey of providers who contract with CareFirst.  In this
survey Blue Cross of Cdifornia received satisfaction rankings substantialy lower than CareFirst
recaeived from its providers. For example, 40% of the doctors who responded to the survey
indicated that CareFirst was worse or much worse on a scae of satisfaction than other insurers,
whereas only 23% indicated that CareFirst was better than average. However, this is contrasted
with a larger percentage of respondents in Cadifornia who said WellPoint was worse or much
worse than others (58%), and a smaler number who indicated that WellPoint was better than
average (17%).”** Ddmarva concluded that the acquistion would have a (dightly negative)
impact on the measure of provider opinion.** According to Demarva, on the issue of hospita
contrecting, the Cdifornia Department of Managed Care (CDMHC) dated that “in 2002
Cdiforna experienced ggnificant hospitd disuption, BC's leve of disuption was sgnificantly
more severe when compared to other HMOs. BC maintains the lowest reimbursement rates with
hospitals, and experienced a severe push back for the industry this year.”>

There were a number of other important areas andyzed by Delmarva.  However, as will
be discussed bdow, its ability to render a complete and full anadyss was impared by
WidlPoint's refusd to provide requested information deemed essentia for acomplete andysis.

453 “The Potentid Effects of a CareFirst Acquisition by WellPoint on Maryland Stakeholders’,
February 2003 (the “Delmarva Report”) at 12.

4 1d. at 18.

4% |d. at 65.

%6 |d. at 20.
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Demarva reviewed issues relaing to the utilization management of the two plans. Both
CareFirst and Blue Cross of Cdlifornia were accredited by the Nationa Commission on Quality
Asaurance (NCQA) for utilization management in 2001. As part of their utilization management
functions, hedth plans use dinicd criteria to assgt daff in making medica agppropriateness
determinations. CFMI indicated that its staff uses the "Milliman and Robertson, Inc. Hedthcare
and Management Guiddines’ and the "Modified Appropriateness Evauation Protocol” which
CareFirst Medica Directors have "customized for the plan aress” CareFird adso uses interna
citeria for specfic dinicd circumstances to assst its daff.  However, according to the
Dedmarva report neither WelPoint nor CareFirst provided the specific review criteria for
Ddmarva to compare wha the saff uses to make medicd determinations®*’  However,
Ddmarva noted tha WdlPoint recently purchased the rights to Milliman, Inc., Guiddines,
which would indicate to Demarva that both plans would use the same set of guiddines to
conduct medica reviews**® However,Delmarva noted that they could not determine how the
guiddines would actudly be used.**°

One of the gods of utilization management is to ensure appropriate utilization of hedth
care services. CaeFirg provided Demarva with documents showing that processes were in
place to monitor and analyze over-and under-utilization data. (Demarva pg. 31) WelPoint
provided a 1999 accreditation report indicating that BlueCross of California monitored certain
utilization information, but WellPoint did not provide 2002 comparable data.

Ddmava aso questioned whether, in reviewing medicd appropriateness, local
practitioners in Maryland would have to speak to WdlPoint daff in Cdiforniaz and whether
Maryland personnd would have a role on the review committees developed to examine
WEelPoint's medicd criteria*® The testimony the MIA received later, which is discussed below,
suggests that this would not be the case.

The appropriate and timedy provison of services to mentd hedth patients is a particular
concern from an access standpoint, and Delmarva attempted to evaluate the potential impact on
mental hedth patients. Unlike CareFirst, which contracts with Magdlan to deiver its menta
hedth benefits, WdlPoint has its own contractor, WelPoint Behaviord Hedth Services
(WPBHS). WPBHSconducts behaviord hedth review for WdlPoint plans in severd dates.
According to Demarva, WellPoint indicated to them it had not determined whether it would
replace Magdlan with WPBHS.** However, in separate testimony before the MIA, WedlPoint
tedtified that (in order to obtain cost savings in the transaction) it would most likely subdtitute its
own behaviord hedth vendor for the one currently used by CareFirst. WellPoint, however,
declined to provide to Ddmava its dinicad review criteria in conducting behaviora hedth
reviews, noting only that the review criteriawere interndly devel oped.*¢?

Another important area of inquiry is whether WdlPoint would employ the appropriate
professonds to make utilization management decisons. Demarva concluded that "based on the
lack of documentation provided by WelPoint in this area, there is not sufficient information to

7 1d. at 31.

48 |d. at 24.

59 Testimony of Patricia Windsor Newcomb, at the Public Hearing held before Commissioner
Steven B. Larsen, on January 29, 2003, at 131 — 133.

40 |d. at 24.

461 Testimony of Patricia Newcomb, Day 10, January 29, 2003, page 127; Delmarva Report at
26.

462 |d. at 131 - 133; Delmarva Report at 26.
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make a comparative andysis with the information provided by CareFirst.®* Ddmava noted
that, dthough both of the plans use nurses and physician reviewers, the evauation process for
"gppropriate use of criteria by staff" a WelPoint was not provided, limiting the ability to draw
any conclusonson thisissue.

Ddmava dso examined the internd and externd appeal process materids for both
CareFirg and WdlPoint. The internd and externd apped process can have a sgnificant effect
on whether medicdly necessary services are made avaldble to members of a hedth plan.
Demarva concluded that the processes submitted by CareFirst of Maryland and WellPoint are
“comparable,®* and noted that both orgenizations are accredited according to NCQA's
sandards and meet Maryland and Cdifornia State standards.  According to Delmarva, the
Cdifornia Department of Managed Care concluded that, at least with respect to activities in the
area of Appeds & Grievances, WdlPoint's "rate of complaints does not exceed acceptable
standards.” The Cdifornia Depatment of Managed Care aso noted that WellPoint's "overdl
responsiveness to member complaints processed by the Depatment is satisfactory.” The
Depatment believed that the proportion of complants filed rdating to WelPoint enrolless is
congstent with most other plans. 1d.

CareFirgt provided Delmarva access to materid relating to Quality Improvement efforts.
For example, in one indance, the materids provided show that daffing shortages, inexperienced
daff, and termination of medica groups served as causes for emergency room and outpatient
apped levds®® A Qudity Improvement Report for CFMI noted that the 2001 provider
satisfaction surveys showed that one of the lowest rated attributes of the BlueChoice program
was the appeals process, with only "27% of the practitioners satisfied with the [BlueChoice]
appeals process.” 1d. Demarva could not perform any type of comparative andyss with respect
to WelPoint's qudity improvement efforts and its problems or responses because WellPoint did
not provide access to comparable information. According to Delmarva "WdlPoint did not
provide policies nor results of program evdudions that could be comparable to policies and
documents in the CareFird of Maryland annua quality improvement program evauations for
2001 and 2002." 1d.

Demava adso examined measures reding to the quaity management structure of
CaeFirst and WelPoint. Demarva daff atempted to perform a review of each evauation
component of the NCQA accreditation requwements for quaity improvement as to both, CFMI
and WedlPoint. According to Demarva, "accessng and comparing submitted quality
improvement program documentation from CareFirst of Mayland and WédIPoint may help to
guage the impact of a possble acquidtion on the future ddivery of care and services by
WelPoint.**® To accomplish this analysis, Delmarva requested quality management policies and
procedures from both CFMI and WelPoint. Also requested were meeting minutes from the
Qudity Improvement Council and associated committees, which would be should have been
avalable because NCQA expects tha the hedth plans it accredits report their results of
performance measures to thar leadership,develop a qudity work plan, and evauate quality
improvement  program results annudly.  Although CFMI provided a sample of Qudity
Improvement Council minutes from 2002, WdlPoint did not provide examples of any committee
minutes. However, because both organizations have mantaned commendable NCQA
accreditation throughout 2003, Demarva concluded that “there is a high probability that the

463 Delmarva Report at 26.
4 1d. at 28.
465 1d. at 30.
%6 |d. at 32.
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written qudity improvement program at WdlPoint is comparable to the written program at
CareFirst of Maryland.™¢’

Both CFMI and WdIPoint provided documents indicating they collect data on specific
qudity improvement performance measures annudly.  Although CFMI did provide Quadlity
Improvement Advisory Council minutes that included an evauation of its QI Program for the
years 2000 and 2002, WdlPoint did not provide results for dl of its quality management and
improvement measures.

There are other examples where Ddmarva could not perform a comparison because of
WidlPoint's falure to provide documentation. According to the documentation provided to
Demava, both CFMI and WdlPoint have provided contracting standards that require
practitioners to paticipae in qudity improvements activiies ~ However WdlPoint did not
provide specific policies that contained standards and goals for access to primary care, specidty
care or behaviorad hedth networks, but in an interview WdlPoint officids sated that their god
"in any network is 80%" of providers. CareFirst did provide copies of its Quality Improvement
Advisory Committee meeting minutes that reveded reports regarding CareFirst's "network
accesshility analysis' conducted earlier in 2002. Those minutes show, for example, that there
were deficiencies in CareFirst's networks in rura aress of the Eastern Shore and western,
Mayland, as wdl as other areas*® WelPoint did not provide comparable information to
determine its gpproach to identifying and addressing QI issues.

On the issue of disease management, which is one way hedth plans manage members
with multiple or chronic conditions, both CareFirst of Maryland and WelPoint have extensve
disease management programs for children, adults and seniors. Delmarva concluded that in
many areas the two disease management programs were "comparabl g

The Ddmava Foundation compared CFMI with BlueCross of Cdifornia on various
"HEDIS' (Hedth Employer Data and Information Set) scores. According to Delmarva HEDIS
"has become the nationa standard for hedth plan performance assessment.” Demarva selected
a subset of 23 HEDIS measures for comparison between the two companies. The measures were
sdlected to illudrae the quaity of services rendered to certain populations (children, women,
and those with chronic illness), which Delmarva considered the mogt likely to be affected by the
proposed acquisition.*”® No clear pattern emerged from this extensve andysis with WellPoint
companies scoring better on some measures and CareFirst companies scoring better on others.
Delmarva stated:

The likdy impact of converson and acquisition on HEDIS scores
in Maryland is very difficult to assess because there are no clear
trends available upon which to base an opinion. Although in 2001
CareFirs gengdly performed higher on the individua measures
included in the subset of measures andyzed, certain domans of
care are managed more effectively by the WdlPoint HMOs, and in
dill others, there is no cear dfference in peformance ...
Following the possble converson and sde of CareFirst entities,
some measures may reflect increases while others may reflect
decreases over time, depending on factors such as management

o7 1d. at 33.
%8 1d., at 35.
%9 1d., at 42.
401d., at 47.

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 157



focus, provider network sability, and hedth plan attention to data
collection and reporting.*™*

According to Delmarva, "consumers experiences with their hedth care and health plans
are dso important measures of performance used to monitor qudity." Delmarva compared
“CAHPS’ (Consumer Aseessment of Hedth Plans) survey results for both WelPoint and
CareFirst. The CAHPS survey is administered to a sample of hedth plan members and measures
consumers perception of various aspects of care that are important to them.*”? No definitive
conclusons could be drawn on the issue of access, availability, or quaity from the comparison
of the CAHPS survey results Even within CareFirdt, there were subgtantia inconsistencies
among different CareFirst dfiliates with the Ddmarva Hedth Plan often ranking as the highest
performer in certain measures and another BlueCross HMO BlueChoice ranking among the
lowest performers. Delmarva did, however, make the following observations:

On individud plan bass the analyss indicates tha members of
some [CareFird] plans are gengdly more satisfied with their
hedth plans than are the members of the [WdlPoint] plans.
However, trend andyss indicates that the WdlPoint members are
increesngly satisfied with ther hedth plans... the posshle
converson and sde of [CareFird] may in fact have a little
subgtantive impact on members perception of their health care or
hedth plan when in fact only minimd changes in network make-
up, customer service, or health plan management may have taken
place. There may be declines in member hedth plan satisfaction in
the event of a converson and a sale, but the aspects of satisfaction
related to the ddivery of hedth care will likdy reman high if
providers of care currently in place mantan their rdaionships
with their patients*”

Ddmava dso examined the performance of WedlPoint and CareFird HMOs in HMO
Report Cards for Cdlifornia and Maryland. As was the case with both HEDIS scores and
CAHPS survey resaults, there was not gppreciable difference in the performance of CareFirst and
WellPoint in their respective home state HM O report card andlysis*™

Ddmava aso examined complant indexes for CareFird and WedlPoint plans.
Demarva looked at not only Blue Cross of California but dso RightCHOICE in Missouri and
BlueCross Blueshidd of Georgia, which were acquired by WellPoint. Although the data were
not exactly comparable, Delmarva sought to create an "apples to apples’ comparison by
measuring whether a particular heath plan was the subject of more or fewer complaints than the
mgority of other plans in the market. Usng this index or ratio approach, if a hedth plan fdll
below the 50 percent levd, then the plan received fewer complaints than the mgority of other
plans in the State, while a percentile greater than 50 indicates that the plan received more
complaints than the mgority of other plans in the State.  Delmarva concluded that CareFirst was
in the 56th percentile, while Blue Cross of Cdifornia was in the 71%' percentile Demarva
concluded that this difference was "appreciable” However, WelPoint hedth plans, such as
Right CHOICE in Missouri and Georgia BlueCross BlueShield, scored better than did WellPoint

41 1d., at 50-51.
“21d., at 51.
“31d., at 53.
47 |d. at 59.
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in Cdifornia*”> Demarva noted, however, that WdlPoint had been running the Georgia and
Missouri plans for much shorter periods of time.

Ovedl, based on its andyss of dl of the factors cited above and others,
Ddmava concluded that "the immediate impact of the proposed converson on Maryland
stakeholders would be neutrd to moderately negative™’® Of the thirteen areas reported on by
Ddmarva one area, provider reimbursement in networks, was viewed to be a negative impact.
Three other areas, provider opinion, complaint indices and medical loss ratios, reviewed as
"dightly negative.” One area was incondusve, and the rest were viewed as neutrd. The
following table summarizes Delmarvas conclusons:
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3. Community Impact -Wakely Report

The Maryland Insurance Adminidration retained the services of Wakely Consulting
Group (“Wakely”) to provide an actuarid analyss “Farness Andyss Impact Opinion and
Impact Report,” February 13, 2003, Wakely Consulting Group (“The Wakely Report”) of the
terms and conditions of the proposed CareFirst acquisition by WdlPoint. Wakely's andyss was
designed to assg in the determination of whether the acquistion would have the likelihood of
cregting a dgnificant adverse effect on the availability or accesshility of hedth care services in
Maryland. In addition, much of the analyss performed by Wakely relates to whether or not the
acquigtion is“fair” and equitable to subscribers, enrollees, insureds, and certificate holders.

A detaled work plan was developed by the MIA in conjunction with Wakely to identify
those particular areas that would bear on the impact andyss and the fairness andyss. Wakey
was asked to provide an opinion on the following subjects:

1 The projected impact of the acquisition on the premiums to be paid by CareFirst’s
insureds, WitQCFafti cular focus on ratesin the smdl Eroup and individua market.

2. The projected impact of the acquidtion on u riting losses or gans, loss ad
clams reserves, and administrative expenses of CareFirs.

3. The projected impact the acquisition may have on provider compensation, prompt
payment of claims, the terms of provider contracts and other factors which could
impact the development of provider networks.

4, Whether the control of CareFirst by a Cdifornia hedth insurer would be equitable
to CareFirs’ sinsureds.

5. Whether there are aspects of the acquistion which could otherwise impact or
have an adverse effect on the avalability or accesshility of hedth insurance,
particularly regarding the extent of coverage provided to insureds.

6. Whether the acquistion would have an impact on Maryland's hospital rate setting
sysem.

As part of its andyss, Wakdy was asked to look at whether the acquigition would likey
reult in materid changes to bendfit leveds paticulaly for the individual and small group
market products. Wakely was dso asked to look a underwriting standards for individua and
gndl group products used by WdlPoint in other dates, and whether it would be likely that
Wi IPoint would change current CareFirst underwriting standards.

In order to perform its analyss, Wakdy relied on numerous sources of information
avalable to the public, such as rate filings annua dtatements and other information and had
discussons with individuds from WdlPoint, CareFirst, the Maryland Insurance Adminigtration,
and others.

Unfortunatdy, much of the andyss that was requested of Wakely was unable to be
performed because of the inability to andyze the rdevant WelPoint data.  Although in many
cases CareFirs did provide requested information, particularly in the areas of pricing and
underwriting, comparisons and projections were unadle to be made because of the lack of
comparable data provided by WdlPoint. With this caveat in mind as will be discussed in more
detall below, Wakely did make the following findings and observations:

Firg, based on discussons with the WelPoint Chief Actuary in Georgia, it appeared that
after WellPoint acquired the Georgia plan, it did not dictate changes in the process for the

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 160



devdopment of premium rates, loss ratios, profit requirements or adminidraive cost
requirements*’””  However, Mr. Hyers, tegtifying on behdf of Wakely concluded that it was
likely too early for any such changes to have been implemented in Georgia*™®

Second, Wakedy bedieved that the loss of the premium tax exemption would “add more
than 2% to the premiums for CareFirst insurance products’ and that the loss of the SAAC
differential would dso affect Maryland premiums. Wakely did note that the current CareFirst
premium rate cacuaions “include an adjusment of 1.72% to overdl clam costs to reflect the
loss of this discount.”™

With respect to underwriting gains and losses and the impact on adminidraive expenses
and resarving requirements, Wakely looked at a number of sources of information. In its
andyss of reseving practices, Wakdy identified a dgnificant reserving overstatement for
CareFirg in the year 2000. A resarve overstatement has a direct impact on underwriting gains
and losses. When reserves are overstated in a given year, it has the effect of depressng the
underwriting gains in that same year. However, underwriting gains are dso affected by reserves
that are carried over from prior years. Taking into account, these two factors, Wakely concluded
that, for cdendar year 2000, the underwriting gain for CareFirst appeared to be understated by
goproximately $53.3 million dollas, most of which was attributable to the FreeState HMO.
CareFirg provided additiond information explaining why certan overdatements occurred, and
Wekdy adjusted the “net effect” of the overstatements in caendar year 2000 to be a $26.0
million dollar undergatement of CareFirst’s underwriting gan. Wakedly examined the reserving
practices a BlueCross BlueShidd of Georgiay and did not find any gmilar ggnificat
overstatements.*€°

In looking at adminidrative expenses for CareFirst of Maryland, Wakely noted that these
vary condderable by market segment. These "expense ratios' range from a low of 4.8% for non-
risk busness, to a high of 16.5% for individud indemnity busness. Wakely dso examined data
reflecting adminidrative expense raio of national and local hedth insurers, including MAMS|,
WadlPoint, Aetna, and Anthem. The mean of these adminigtrative expense ratios was 11.2%,
which compared less favorably to an adminigtrative expense ratio for CareFirst of Maryland of
10%. Wakey cautioned, however, that the overdl adminigrative expense can be affected by the
relative product mix of a particular company. CFMI's overal low ratio can be attributed in part
to its large proportion of non-risk busness. Wakely noted that there was a downward trend in
the adminidrative expense ratios of BlueCross Blueshidd of Georgia, fdling from 13% in 1997
to 10% in 2001. However, Wakely concluded that “the acquistion of BlueCross BlueShidd of
Georgia by WdlPoint had little to no effect on this downward trend and expense ratios” This
was because the acquisition occurred late in the first quarter in 2001, and most likely the Georgia
plan had set its adminigtrative processes and budgets well in advance of year 2001.8*

Wakdy examined the impact of WdlPoint acquistions on underwriting gains and losses
in plans WelPoint had acquired, and reported that the MethodistCare and RightCHOICE
acquidtions were too new to provide any reasonable concdusons regarding WelPoint's
influence on the undewriting gans of those companies.  Although BCBSG showed an
underwriting gain for the period 1997 — 2001, again Wakely concluded that the gain was largely

477 The “Wakely Report” at 18.

478 Tegtimony of D. Dale Hyers, Day 10, January 29, 2003, at 79.
479 \Wakely Report at 19 — 20.

80 1d. at 22-23.

81 1d., at 25— 27.
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atributable to the change in adminigtrative expense ratios and did not view this as corrdating to
the acquisition by WellPoint.*82

Wakdy dso examined data rdaing to provider compensation and concluded that
CareFirgt had essentidly “hdd the ling’ and not granted significant increases to providers for the
past several years. In many cases compensation to specidists was decreased significantly from
the years 1998 — 2002. CareFirst did estimate that its 2003 physician fee schedules would
increase by an average of 1.8%, but this could not be verified. In contrast to CareFirgt,
WdlPoint “provided very limited and unsupported information with respect to phydcian fee
schedules.” The information that was provided could not be verified.*®*  On the issue of pricing
gructure and mechanics, the Chief Actuary in the Georgia BlueCross BlueShield plan reported
that, apart from area factors, “no risk factors have been changed since the WelPoint acquisition,
and the mgority of the components of the BCBSGA pricing structure have not been changed.”
However, because not supporting information was provided, these comments could not be
verified by Wakely.*8*

With respect to whether the acquisition could lead to a change in the number of insureds
or the extent of coverage, Wakdy found that “WelPoint presented no plan for broadening
CareFird’s current product offerings in Maryland.” In fact, Wakely observed based on a review
of the tesimony of WdlPoint representatives that "WelPoint had neither an understanding of
Mayland law nor spedific plans for expanson of the individud and small group markets.”
Wakey could not draw any conclusons with respect to WellPoint's ability and clam to be able
to reduce the uninsured populaionsin Maryland.*®

Wakdy's ovedl findings were limited.  With respect to the possible impact on
premiums, as noted above, Wakey cited the prospect that the loss of the SAAC discount and
premium tax exemption could result in an increase in rates. On a broader level, Wakely made
the following statement:

Premium rate changes are affected by clam trends, contractua
payments to providers, provider fee schedules and clam
experience. The data provided to date is not conclusve with
respect to oecific expected changes in ‘base premium rates
resulting from an acquidtion of CareFirs. However, WdlPoint
has targeted an overdl improvement in the medica loss rdio by
1.1% through ‘better underwriting discipling and an improved
SGA margin by 1.0%. WelPoint shared not other information or
plans as to how it will accomplish these reductions. Regardiess of
the method for reducing cost, as long as the MIA continues its
viglat watch over the premum rate approval process, cost
reductions should result in lower premium charges.*

With respect to adminidraive expenses, Wakdy concluded, “it is likdy that the
proposed acquidition will not have a dgnificant effect on adminidrative expenses’ and cited the
fact that the expense ratios of CareFirst and WdlPoint are close. Wakely did not expect to see
“dramatic changes to underwriting gains or losses with the proposed transaction.” It did note that

82 |d., at 28 — 29.

“831d., at 31 - 32.

84 1d., at 35.

“85 |d., a 37, (relying partly on WellPoint’s own testimony).
486 I_d.’ at 45
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gndl gans could be redized through savings in the adminidrative expenses if they are not
passed dong to the buyers via reduced premiums. Wakely noted that “the greatest influence on
underwriting gans will likely result from premium rate increases and ther ability to mantan a
favorable pace with dam costs trends” Wakely noted that this would be contingent on their
approvd by the MIA.*¥

As to whether the acquisition would be “equitable’ to subscribers WelPoint provided
“no spedific information ... with respect to WdlPoint pricing dructure dgorithms and factors or
how WdlPoint may want or expect to change CareFirs’s existing pricing structures” As
Wakdy stated, without input from WelPoint regarding its pricing philosophy, “a projection of
specific expected raing structure changes after the proposed acquisition cannot be provided.” In
addition, on the issue of changes in coverage and underwriting practices, “without significant
information with respect to underwriting guiddines, there is no way to evduae the effect that
WdlPoint had [in other dsates] with respect to modifying the underwriting standards for
individud and smdl group products of its acquired companies.” Mr. Hyers agreed that nothing is
more important in trying to determine the impact an acquisition might have on the availability of
insurance than pricing and underwriting of products**®  Mr. Hyers tedtified that "Because
Mayland law dlows redive freedom in the use of undewriting standards in the individud
market, WellPoint would have some flexibility to make changes to CareFirst's practices.*® He,
therefore, concluded tha WadlPoint's "price right” philosophy and drict underwriting discipline
are a cause for concern with respect to a reduction in persons determined to be digible for
medicd insurance. Because current WedlPoint standards could not be reviewed, it was not
possbhle for Wakely to predict how the acquigtion would result in changes to CareFird’s
underwriting standards.**°

4, CareFirst and WdlPoint’s Evidence Bearing on Impact and
Fairness.

Accenture prepared a report for the CareFirst Board entitled “An Assessment of
Hedth Coverage Industry Trends and CareFirst’'s Strategic Response” dated November 16,
2001. As a part of that report Accenture looked at the impact of the WellPoint conversion in
1993 on “condituents’, and the Anthem acquigtion of the Connecticut BlueCross BlueShidd
plan in 1997. Accenture believed that in both cases “the trandformed Blue-banded plans
improved their performance and out-performed the competition.”***

Accenture emphasized the importance of premium sability to employer groups, and how
the conversons had brought such ability. To achieve the desired price stability, Accenture
concluded that:

Both hedth plans appeared to have improved ther ability to
trandate market demands and their customers needs into terms for
thar doctor and hospitd contracts. In this regard, they have
become more accounteble to ther customers (members and
employers). They dso believe this has caused them to become
more disciplined and busnesdike in thar negotigtions with
doctors and hospitals.  According to the doctors and hospitals with

487 |d. at 46 —47.

88 Tegtimony of D. Dale Hyers, January 29, 2003 at 99.
489 |d. at 93.

490 \Wakely Report at 50 — 51.

491 Accenture |, November 16, 2001.
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whom we spoke, Anthem Blue Cross Blue Shidd in Connecticut
was perceived to ‘run a tighter ship’ and Blue Cross of Cdifornia
was perceived to be ‘tough and aggressive' in it's contracting. %

Accenture dso offered observations that aso supported Delmarva's
conclusons. According to Accenture:

Due to the way medicd care and its financing has evolved,
a tenson has developed between doctors and health plans.
The intendty of this tenson varies from region to region
and from gtuation to dtudion. In Cdifornia, Blue Cross of
Cdifornia’s rdaionship with doctors appears to have been
strained.*®

Mr. Scheeffer testified on subjects of tough contracting, and “disciplined pricing.” Mr.
Schaeffer described disciplined pricing as the process of closdly managing risk.*** In his view, it
means underdanding what the cost trends are and “when we see something pop, we want to do
something about it.” 1d. By keeping rates in line with medicad trends, WdlPoint is able to
maintain steady, more consstent pricing. 1d. On this topic, he presented a chart purporting to
show that WelPoint's price increases more dosdy matched medicd trends then did some
competitors, whose pricing appeared to out price medica trends. This chart, however, was
prepared by an invesment banking firm, CSFB, one that trades and andyzes WellPoint stock,
not an independent source and certainly not a regulatory body. More importantly it was not
possible to determine the source of the data that supported the CSFB conclusions, so its accuracy
or veracity could not be verified. Such a comparison of actud trends experienced by WelPoint
compared to increases (or decreases) in rates charged would require access to WellPoint's pricing
data, information which WdlPoint refused to give to the MIA. Presumably, CSFB's numbers are
not based on data which WellPoint declined to provide to the MIA, but rather are based on
second hand observations or self-reported, unverified WelPoint data.

On the issue of pricdng, Mr. Scheeffer was adamant that the prices of products should
reflect thar actua costs, and as a consequence, cross-subsidized products, where one group is
charged more so that another group would pay less, are not “ethicd.”

As to the issue of tough contracting, he beieved that consumers value choice in
providers, and WdlPoint products emphasze choicee He and others emphasized the large
network of hospitals and doctors WellPoint has assembled, and he believed that, “It's very rare
that we don't reach some kind of condusion” in negotiations with a provider.*® But he adso
emphaszed his view tha WdlPoint's cusomers watt vaue for their money, and that
W IPoint’ s negotiations keeps its products affordable.

WdlPoint adso provided extendve evidence rdding to its paticipation in public
programs for low-income and poor families. WelPoint participates in humerous Sate programs
that serve underserved or vulnerable populations including Medicaid, Managed Care and S
CHIP in numerous juridictions, incduding Cdifornia, Oklahoma, Virginia Massachusetts, and
Puerto Rico. WadlPoint has over 1.7 million members under these programs. In some
juridictions, WdlPoint is the primary provider, and has broader participation than other hedth

492 Accenture |, November 16, 2001.

493 Accenture 2002 Impact Statement, January 2002, at 22.

424 Testimony of Leonard D. Schaeffer, January 31, 2003, at 139 — 143._
49 1d. at 142.
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plans in the area. John Monahan, Senior Vice Presdent of WelPoint's state sponsored
programs, testified that WellPoint was able to successfully participate in these programs because
it had learned to address differences between these populations and those served in the
commercid market.*® Mr. Monahan testified that WellPoint does not subsidize these programs,
but has learned how to operate in this markets profitably while WellPoint had made no decisons
as to whether it would seek to re-enter the Maryland Medicaid market from which CareFirst had
withdravn.  Mr. Monahan tedtified that based on his knowledge of the current health plans
currently participating in Maryland, that WellPoint could do so profitably.*”

WidlPoint also provided evidence regarding its growth in membership and in its provider
networks**®®  According to the testimony, "more hospitas and physicians contract with us than
with any other plan.“®® Data presented by WellPoint dso show large increases in membership
and market growth for WdlPoint in Cdifornia since the converson. WelPoint argues these
trends establish the company is meking avalable desrable, affordable products that are
supported with large provider networks.

As pat of the fairness and impact analyss, the MIA compared many of the products
offered by WdlPoint in Cdifornia to products offered by CareFirst in Maryland. Severd
individud and amdl group products were compared. The analyss performed shows that the
WidlPoint products offered in Cdifornia have fewer benefits than those offered by CareFirg in
Maryland. For example the individud medicdly underwritten policies in Cdifornia do not
appear to cover the folowing benefits medicd dinica trids, colorecta cancer screening,
certan chlamydia screening, hearing ads for children, and home hedth vists after mastectomy.
In addition, the child welness benefit does not incdlude newborn hearing screening and screening
for conditions such as tuberculoss, anemia, and lead toxicity. The WdlPoint benefit dso
reimburses for covered services a a lower levd than in the CareFirst products. The WellPoint
policies dso often have higher cost sharing levels as wdl, and the menta hedth benefits are
particularly more restrictive in the WellPoint policies.

One reason for the difference in polices is Maylands mandated benefit laws.
Apparently Cdifornia has fewer mandates, and WellPoint has indicated it would offer products
in accordance with State lav. However, WellPoint has emphasized how its focus on consumer
choice and its portfolio of "affordable’ products has driven its success in Cdifornia®® This
andyss done by the MIA suggests that WellPoint's formula for growth and success in Cdifornia
will be severely condrained in Mayland, because it will not be able to offer many of its
ggnature products.  While this concluson may not necessarily bear heavily on the impact and
farness andyss, it does mitigate some of the supposed benefits of a WdlPoint acquidtion as
aticulated in CareFirst's "Bugness Case'.

WdlPoint also presented testimony of Woodrow Myers, M.D., Executive Vice Presdent
and Chief Medica Officer of WdlPoint. Dr. Myers reviewed many of the technologica
advances WdlPoint has made that it believes serves its patients. For example, Dr. Myers
provided a detalled explanation of “SUBIMO,” an ontline information source for WelPoint
members on hospitd qudity.®™ This on-line tool alows paients who may be under going a

4% Tegtimony of John Monahan, February 23, 2003, at 29 — 30.

497 |1d. at 76 - 77.

42’; Pre-filed testimony of Leonard D. Scheeffer, January 31, 2003.

49 1d. at 5.

500 Exhibit 1, Pre-Filed testimony of Deborah Lachman a 2.

1 Tegtimony of Woodrow Myers, M.D., January 31, 2003, at 214.
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aurgicd procedure to determine which hospitdls may provide the best outcomes for the
procedure at issue.

Dr. Myers dso described the physician qudity and incentive program, or PQIP. Thisis a
voluntary physcian recognition program which dlows WdlPoint to measure performance on
dinicd qudity, and provides adminigraive qudity indicators. This program permits physcians
to degemine how they are doing visavis ther colleagues in a paticular specidty or
geography. =

Dr. Myers dso tedified that he was not aware of any planned changes WelPoint might
make to the medicd management policies or practices of CareFirst, and responded that, “I can
honestly say | don’'t know the medicd policies and practices of CareFirst.” Dr. Myers did testify
that if Sslggh an examination had occurred by WelPoint, he would have been involved in that
process.

Hndly, Dr. Myers dso tedified regarding the reporting rdationships in the WdlPoint
organization. He tedtified that the BlueCross BlueShidd of Georgia medica director and the
BlueCross BlueShidd of Missouri medical director report to the corporate medicd director for
WelPoint who is based in California®® However, Dr. Myers tedtified that medicad questions
would be handled by the medicd operations management people, and the dinicd management
sarvices people, in the paticular state in which the issue arose.  For example, if an internd
appedl is made to the hedth plan, the decison to deny or uphold care is made in the particular
state in which the issue arose®® Dr. Myers dso noted that the corporate medical director of
Georgia, for example, dts on the committees a& WdlPoint that help determine nationd medica

policy.

CareFirg dso filed in January of 2002 a “Community Impact Anayss of the proposed
converson of CareFirst, Inc. to a for-profit busness entity and the merger between CareFirst,
Inc. and WdlPoint Hedth Networks Inc.” (the Accenture Impact Andyss). The purpose of the
report was “to delermine the probable impact upon the avalability, accesshility and
affordability of hedthcare in the primary community served by CaeFirs” resulting from a
converson of CareFirst to a for-profit entity and its merger with WellPoint. As discussed earlier
the Impact Andysisis of limited evidentiary vaue.

In it's Impact Andyss, Accenture observed that, “CareFirst’s firg priority would be to
earn a return for shareholders’ as a for-profit company. The Accenture report indicated that the
change in corporate form would require CareFirst to introduce more “dringent financid
discipling’ in order to ensure more predictable sable eanings in response to shareholder
demands®® The Accenture report concedes that “availability, accessibility and affordability
may be affected to the extent that CareFirst’s minor role today in implementing Maryland,
Deaware, and Washington, D.C. hedth policy was not replaced by the foundations to be
esablished.” When asked at the public hearings whether Accenture had evduated what exactly
the “minor role” was that CareFirst was performing, Mr. Marabito acknowledged that they had
not taken any specific steps to measure or quantify what that role was, dthough they beieved

02 1d. at 229 - 232.

03 d. at 248.

04 Tegtimony of Woodrow Myers, M.D., January 31, 2003, at 204.
%5 |d. at 252 - 253.

% Accenturell a 14.
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that it had “dminished over time as was evidenced by [CareFirst’'s] withdrawa from the
Medicare and Medicaid markets.”*"’

The Accenture Impact report dtates that “the red opportunity to effect the avallability,
accessbility and affordability of hedth care in the effected communities comes from the public
bendfit assets given to the various public benefit organizations in the conversion.”s°® The
report estimates that given a $1.3 billion purchase price and a grant rate of 4.5% to 5%, between
$58 million and $65 million would be spent on hedth care across the three jurisdictions>%
Accenture estimated that this could ensure an additional 46 thousand to 52 thousand people in
Maryland, Delaware and Washington, D.C..

In measuring any potentiad negative impacts on the availability and accessibility of hedth
care in Maryland, Accenture worked under the assumption that this deal would not result in any
additiond market power of significance for CareFirst.®° This assumption led to the conclusion
that “CareFird’s adility to impact the avalability, accesshility and affordability of hedth care
due to increased market power likely would not change to any Sgnificant degree”  Id.
Accenture also concluded that because CareFirst would not gain additiona market share and
therefore market power as a result of this transaction “its ability to impose reductions in network
gze would not be affective” 1d. The assumption underlying these conclusons, that the
transaction would not result in additional market power, seemed a odds with the underlying
objectives of the CareFirst drategy, which was driven in lage part by the need to gan
geographic dominance. As noted earlier the need to maintain an increased market share has
been articulated as an important driving force behind the acquisition. In response to questioning
a the public hearings regarding this apparent inconastency between the drategic objectives, and
the assumptions made for the Impact Andyss, Mr. Marabito acknowledged that the transaction
with WdlPoint provided benefits relating to absolute scade but did not provide particular benefits
relding to geographic dominance or relative scae®! Therefore, dthough one stated purpose of
the business combination being recommended by Accenture was to ensure the ability to make
defensve and offengve acquigtions within CareFird’s current market, the Impact Andyss
Accenture prepared is premised on the notion that in fact those acquistions would not occur, and
therefore there would be no change in CareFirst’ s market power.

Accenture dso reviewed the leve of physcian and hospita contracts for both BlueCross
of Cdifornia, and BlueCross BlueShield of Georgia, paticularly comparing pre and post
converson levels. The data show the overal hospital contracts and physician contracts have
increased for BlueCross of Cdifornia for the period 1994 to 2000. However, for the years 1999
and 2000 the levd of phydcian contracts for BlueCross of Cdifornia have remaned reatively
fla and even declined. With respect to hospital contracts the level of hospital contracts was
rativdy fla from 1995 to 1999 and then increased in the years 1999 and 2000. While
Accenture presented data reaing to the physcian and hospitd contracts for BlueCross
BlueShield of Georgia, Mr. Marabito acknowledged that it was too early to access whether any
changesin levels of physician contracting could be attributed to the “WellPoint Way.”>2

Mr. Marabito dso cited evidence showing extensive growth in membership for both
individud and smdl group products for BlueCross of Cdifornia Mr. Marabito emphasized the

07 Tegtimony of Joseph V. Marabito, January 30, 2003, at 149.

%8 Accenture at 15.

%9 Accenturell a 17.

510 January 2002 Accenture Impact Analysis at 19.

11 Tegtimony of Josgph Marabito, January 30, 2003, at 160 - 161.

*12 Testimony of Joseph Marabito, Day 11, January 30, 2003 at pages 155-157.

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 167



importance of the individud and smdl group market to WelPoint and the other jurisdictions in
which it operated. Because CareFirst currently has a strong presence in the smal group and
individud market, Accenture opined that “it is likdy that continued participaion in these
segments would be important to CareFirst in the future.”>*3

With respect to the issue of whether rates would increase if WellPoint were to acquire
CareFirst, Mr. Marabito acknowledged that, “WelPoint has an incentive to achieve a return on
its invesment in CareFirst.”>** Mr. Marabito concluded that, “WelPoint’s return and growth
target could likdy be achieved through cost savings and new product sales without raising prices
beyond levds they would be otherwise” However, this statement was based on the assumption
that WdlPoint's targets “are amilar to those of other publicly traded hedth companies” but, Mr.
Marabito acknowledged, that he did not know exactly what WellPoint's targets were>™ Mr.
Marabito cited comments made by WelPoint executives that suggested that WelPoint would
achieve a return on its investment by focusing on cost savings and new product sdes rather than
rasng prices. According to the Accenture report, David Colby, WellPoint's CFO, indicated that
the cost synergies would result from “reduced duplicate overhead costs, plus lower
adminigtrative cost due to economies of scaein the region.”>®

The Accenture report dso identified a number of factors which it believed would result
in continued local decison meking for CareFirst even after the acquigtion. For example,
Accenture noted that a CareFirst representative would be agppointed to the WelPoint Board of
Directors. Accenture aso noted that the CareFirst Chief Executive would continue to be in
charge of operations in the CareFirst jurisdictions, and Accenture also noted that local advisory
boards would be established to guide locd relationships®’

O. SUMMARY OF KEY POINTS

Data developed by Professor Feldman demonstrates that, in general, for-profit HMOs do
not charge higher premiumsthat nonpr ofits.

A change in benefit levels can impact premiums. The fewer the benefits offered, the lower
the premiumsthat can be offered.

The pricing and underwriting practices of a health plan are the most important factors to
examine in trying to estimate the impact an acquisition may have on the relevant health
care market on theinsureds and insureds of the acquired plan.

The most accurate and productive way to analyze the pricing practices of WelPoint
specifically is to examine first hand pricing assumptions, structures and processes used by
WelPoint in those jurisdictionsin which it oper ates.

The MIA and its experts were not provided nearly sufficient access to WellPoint's pricing
information and practicesto allow for any meaningful analysisor conclusonsto be drawn.

WdlPoint views cross-subsidies between products as inappropriate and seeks to ensure
that all productsarepriced profitably, and in line with medical trends.

13 Accenture Community Impact Anaysis, January 2002, at 30, CF-0000253.
14 |d. at 31.

1> Testimony at Public Hearing, January 30, 2003, at170 — 172.

%1 |d. at 32.

%17 |d. at 35.
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Too little time has passed to determine whether the WdlPoint acquisition of BlueCross
BlueShidd of Georgiawill impact that company's pricing practices.

The Chief Actuary of BCBSG hasa direct reporting line to the Califor nia company.

Wakely estimated that the premiums of some CareFirst insured's could increase due to
CareFird's loss of its premium tax discount. CareFirst has already included in its rate
filings in 2002 a premium tax load to recover funds it expends for programs it must fund
dueto changesin state law.

WdlPoint has targeted a 1.1% improvement in CareFirg's medical loss ratio, to be
achieved through " better underwriting discipline” An improvement in the loss ratio can
be achieved through an increase in premiums relative to medical expenses, or a decrease in
medical expenses relative to premiums. Increasng premiums or decreasing medical
expenditures can both negatively impact accessto care and affordability of insurance.

WedlPoint did not provide the MIA, or its experts, access to its underwriting standards or
practices.

Physician reimbursement schedules, as a component of medical expenses, can impact the
medical loss ratio. WdlPoint did not provide access to its physcian reimbursement
schedules.

The level of physician rembursement paid by a health plan, and the manner in which
contract negotiations are carved out by a health plan can negatively impact provider
satisfaction, and ther efore networ k adequacy.

WeélPoint in California has historically been viewed negatively by health care providers,
especially hospitals.

BlueCross of California was viewed by the California Department of Managed Care more
negatively than other HM Osin terms of its contracting practices with hospitals.

As a for-profit company, CareFirgt's first priority would be to earn a return for its
shareholders. Thiswould most likely entail stringent underwriting and pricing discipline.
BlueCross of California has experienced growth in membership since it converted to for-
profit status.

WdlPoint did not provide sufficient information for the MIA or its experts to evaluate fully
WdlPaint's utilization management, utilization review, quality management, or quality
improvement process.

Many BlueCross of California products contain fewer benefits than those issued by
CareFirst companies.

1. Conclusion

It is not possble to draw a definitive concluson as to whether the acquistion of
CareFirg by WdlPoint would have a sgnificant impact on the avalability and accesshility of
hedth care in Mayland. While the MIA developed a detailed work plan for determining
whether or not there would be a sgnificant impact on avallability and accesshility of hedth care
in the State, WdlPoint's falure to provide criticd information that would dlow the MIA to
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complete its anayss frudrated those efforts. There is no question but that the best method for
conducting the impact andyss would have been to examine the pricing and underwriting
practices of WdlPoint and its affilided companies. WelPoint has indicated that it would
comply with dl agpplicdble State laws rdaing to undewriting, pricdng, and bendfit content if it
were to do busness in Maryland.  While this may be true, it does not provide an answer to the
question asked by the statute. At best this is a commitment to adhere to absolute lega minima
The underwriting practices of HMOs and hedth insurance companies in the individud market
are not fuly regulated. Maryland law dso permits insurers to withdraw from lines of busness,
and the abdility to prevent this action is limited under Maryland law. A prime example of how
underwriting guiddines can serve to impact the avalability of hedth insurance was discussed
ealier in the context of the withdrawd of the FreeState HMO and the requirement that FreeState
members undergo medicd underwriting before beng issued a policy by BlueChoice
underwriting. Due to its tight underwriting standards, BlueChoice imposed exclusonary riders
on maty FreeState members who had developed medica conditions. In other cases those
conditions led to the decison by BlueChoice to deny coverage. Maryland law does not generaly
regulate the impogtion of exclusonary riders and does not address in most cases the
circumstances in which an applicant for individud coverage can be denied access to a policy.
Beginning, Juy 1, 2003, individuds who ae denied policies can seek coverage through the
state’'s high risk mechanism, The Maryland Hedth Insurance Plan. Thus, WdlPoint could take
measures that would affect avalability and accesshility adversdy while nonetheess complying
with gpplicable law.

Mayland lawv does provide the MIA with some oversght over the rating practices of
insurers and HMOs in the State.  Generdly, rates cannot be excessive, and in some cases the law
sets out minmum loss ratios with which insurers must comply. The minimum loss ratio in the
andl group market is 75%, and on one occasion the MIA denied a request by an insurer to
increase its rates because it had not achieved the loss ratio required by staiute. The minimum
loss ratio established for individuad products in the aggregate for an insurer is 60%. However,
Maryland law does not dictate a particular profit margin that insurers may build into their rates.
This is something that is often disputed and negotiated in the course of the submission of a rate
filing Therefore it is true that the MIA does have some tools at its disposd to mitigate the
possble impacts from an acquistion of CareFirst by WdlPoint, a least with respect to pricing,
but the protection afforded by the tools is limited. So long as a hedlth insurer has proposed rates
that exceed the minimum 60% loss ratio and at the same time are not based on an unsupported or
excessve medicd trend, the carrier has some discretion in terms of setting the profit margin
incdluded in its rates. As a consequence it is true again as Wakely pointed out, that vigilance on
the part of the MIA can serve to mitigate any possible rate increases. But the ability to do so is
not absolute, and in some cases depends on business decisons made by the hedth plans
submitting the rate filing. WélPoint has indicated it will seek to improve the medicd loss ratio
in Mayland by 1.1% through means which include better underwriting discipline.  This aone
creates the posshility that changes could be made in pricing or underwriting that could impact
the affordability and availability of hedth insurance here. Given that even CareFird’s own
expert acknowledged that a for-profit company has a paramount duty to its shareholders to
maximize profits, one cannot ignore the posshbility that a for-profit CareFirst would seek even
higher profit margins in its rate filings. The best evidence of what types of margins might be
used are thefilings and the data that support rating activity in other WellPoint jurisdictions.

WdlPoint's refusd to provide this criticd information has forced the MIA and its
advisors to rey on secondary and less reliable data to assess whether or not the transaction
would have a negdive impact on the accesshility and avalability of hedth care in the State.
This information is inherently less reliable and less predictive, and it is WdlPoint's refusd that
has forced rdiance on it. WaedlPoint has offered dternative evidence to its own practices to
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counter balance the idea that rates might increase. For example, WelPoint has demonstrated
that it has been able to increase its market share in the California after its own conversion and in
the face of competition from nonprofit companies. It has cited information suggesting that it has
lage and aufficet provider networks, notwithdanding the animosity that exists between
Cdifornia and hospitds the phydscians, on the one hand, and WdlPoint on the other hand.
While WdlPoint provides this data in an effort to suggest that it has adequate networks, no
information relating to network adequacy was presented specifically, nor is it known whether
Cdifornia in fact regulates network adequacy. It is known that the magority of hospitals in
Cdifornia ranked WdlPoint as the worst health plan with which to do business, and that the
Depatment of Managed Care in Cdifornia cited BlueCross of Cdifornia as having the highest
leve of “disruption” with the hospitd network in Cdifornia

WdlPoint dso cites its expanded market share as evidence that, if anything, the
avalability and accessibility of hedth care would increase if it were to acquire CareFirst. But as
cited above the Mayland market and the Cdifornia market are extremdy different, and in
paticular Mayland has a much higher levd of mandated bendfits. Many of the products that
have been touted by WelPoint would not be legd in the State of Maryland. Therefore its ability
to influence the uninsured market in Maryland through the offering of new products may be
sverdy limted. Whatever possble benefits WelPoint may have brought to Cdifornia, these
may not be able to be replicated here.  WdlPoint representatives could not identify or discuss
any specific plansfor product expanson in this Sate.

The fact that WedlPoint has declined to provide criticd pricing and underwriting
information certainly raises the inference tha such information, if provided, could lead to a
concluson that in fact, if it imported those practices to Maryland, WelPoint could have a
negdive impact on the avaldbility and accesshility of hedth care in the State. In
correspondence with the counsd for CareFirst and WelPoint, the MIA agreed to hold such
pricing and underwriting information on a confidentid basis. Under Mayland law, information
acquired by the MIA in connection with a proposed transaction is presumed to be confidential
unless the parties agree to its release.  In fact, the MIA had demonstrated to both CareFirst and
WidlPoint its capacity to abide by the confidentidity requirements in the law. In the course of
producing documents in response to a MIA subpoena, CareFirst declined to waive
confidentidity for certain documents it believed to be of a sendgtive nature. The MIA conducted
a thorough and exhaudive review of the documents for which confidertiality was asserted, and
pursuant to the Statutory process set out in the converson law, released to the public some
documernts, but aso maintained other documents as confidentia. CareFirst chose not to apped
the determinations by the MIA, as it had a right to do under the conversation statute. The MIA’s
handing of this confidentidity request by CareFirst demondrated to the parties its ability to
maintan confidentid information, and to scrupuloudy follow the requirements of confidentidity
set out in the law. If for example, the MIA had a demondrated history of not complying with the
confidentidity requirements in the converson datute, WdlPoint might have had a reasonable
bass for dedining to provide sendtive information, such as pricing and underwriting material.
In the absence of any such conduct by the MIA rdating to its handling of confidentia
information, there was little reasondble bass for WelPoint to decline to produce the
information. This is paticulaly ggnificat where, as here, WdlPoint and CareFirst had the
burden of demondrating compliance with gpplicable standards. Consequently, it is reasonable to
infer that the information that was not provided could have supported a conclusion that, in fact, a
WidlPoint acquistion may have a dgnificat adverse effect on the availability and affordability
of hedth carein this State.
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IX. THE DISQUALIFYING FACTORS

A. Have appropriate steps been taken to ensure no part of the charitable
or public assets inure directly or indirectly to an officer or director or
trustee of the nonpr ofit health service plan?

1 The Anti-Inurement Provision prohibits officers and directors
from recelving any benefit in connection with an acquisition
except for reasonable compensation for work actually
performed.

Mb. Cobe ANN., STATE Gov'T 8 6.5-301(b)(3) of the State Government Article states:

An acquisition is not in the public interest unless appropriate steps have been taken to:

* * *

3 ensure that no part of the public or charitable assets of the acquistion inure
directlg/18 or indirectly to an officer, director, or trustee of a nonprofit health
entity.

The word “inure’ is not defined in the Act. Nor does Maryland case law provide a
definition of the term.  The scope of prohibited inurement, however, is readily discerned from a
variety of other sources.

Firs, ard most ampligicaly, the word “inure’ is defined by Black's Law Dictionary as
“to come to the bendfit of a person or to fix his interest therein”  Similarly, Merriam-Webster
defines “inure’ as “to become of advantage” Using these definitions, the Anti-Inurement
Provison prohibits officers and directors from directly or indirectly benefiting from (i.e,
recaiving) the “public assets’ of a nonprofit in the context of an acquigtion. Under the Act, the
“public assets’ of a nonprofit are those assets that must be valued and distributed to the
Foundation. In this case, al parties to the Proposed Transaction agree that 100% of the fair
vdue of CareFirst is a public asset and that 100% of Maryland's share of that fair vaue will be
digtributed to the Foundation under the Act. Thus, the Provison prohibits officers and directors
from recelving an economic benefit that would otherwise go to the Foundation.

This congruction of the Anti-lnurement Provison is consstent with its purpose. The
rue aganst inurement in the context of a nonprofit converson is an extenson of the rule agangt
inurement in the conduct of a nonprofits busness  The “defining difference between a
nonprofit and a for-profit corporation is the nondisgtribution condraint, which prohibits a
nonprofit corporation from paying dividends or otherwise digributing any part of its net income
or eaning to the persons who control it.” Deborah A. DeMott, Self-Dealing Transactions in
Nonprofit Corporations, 59 Brook. L. Rev. 131, 132 (1993). “A nonprofit organization is, in

*18 This provision is generdly referred to as the “ Anti-Inurement Provision.” While enacted in
thisform as part of the enactment of the Nonprofit Conversorn/Acquidtion Act in 1998, the
prohibition againg inurement is not new. Maryland satutory law has higtoricdly prohibited the
converson of anonprofit insurer to for-profit status unless the proposed transaction “provides
that no part of the assets or surplus of the nonprofit hedth service plan will inure directly or
indirectly to any officer or director of the corporation.” See Md. Ann. Code Art. 48A, 8 356AA,
superceded.
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essence, an organization that is barred from digtributing its net earnings, if any, to individuas
who exercise control over it, such as members, officers, directors, or trustees” Jaclyn A.
Cherry, Update: The Current State of Nonprofit Director Liability, 37 Duq. L. Rev. 557, 558
(quoting Henry Hansmann, The Role of Nonprofit Enterprise, 89 YALE L.J. 837, 840 (1980)).

The purpose of the Anti-lnurement Provison is to assure that the rule agangt
distributions is not compromised in the sde or converson of the nonprofit to for-profit status.
The converson of nonprofits to for-profit status often “involves mammoth transfers of assets and
can provide unscrupulous indders with opportunities to enrich themsdaves a the expense of the
not-for-profit organizations and ultimatdy the communities they serve” John F. Coverdde,
Preventing Insgder Misappropriation of Not-For-Profit Hedth Care Provider Assets. A Federal
Tax Law Prescription, 73 WASH. L. Rev. 1, 1-2 (1998).5° In response to such abuses, a majority
of states enacted comprehensve schemes to regulate the converson of nonprofit hedth service
and hedth care entities Many of those statutory schemes were premised on mode legidation
drafted by the Nationa Association of Attorneys Generad in 1998. A criticd feature of the
Model Act is that it requires condderation of: “[w]hether the nonprofit hedthcare conversion
transaction will result in private inurement to any person.”*?°

In summary, the point of the Provison is to assure that the ful vdue of the nonprofit is
pad to the Foundation and that none of it is diverted to an officer or director. Thus, in reviewing
the Proposed Transaction, the MIA mugt determine whether an officer or director is receiving a
bendfit in connection with the Proposed Transaction out of funds that would otherwise go to the
Foundation.

In applying that standard, the critical inquiry is whether any sums that an officer or
director receives conditute reasonable or far compensation for work actudly performed.
Anything that is pad in excess of that amount from funds that would otherwise be available to
the Foundation are, necessarily, paid out of the public assets of CareFirst. Thus, for example, as
the Commentary to the Mode Act states:

All transactions should be scrutinized to insure that no  officer,
director, employee, spouse or family member, or private party
recaives inurement from the transaction. Specid scrutiny should
be used where spedific items are found in a transaction, including
stock options, penson plans, peformance bonuses, corporate
loans, golden parachute provisons, excessve sdaries, and Sde
letters and arrangement for officers, directors, and employees.

*19 The case law and commentary is replete with outrageous examples of sdf-dedling and sdif-
enrichment in the conversion of hedlth care related entities. For example, in 1991, Hedth Net, a
Cdifornianonprofit hedth plan with 800,000 members converted to for-profits satus. Although
the corporation was vaued by Sadomon Brothers at between $250 and $300 million, and despite
offers from outsiders that ranged from $130 to $300 million, the Health Net Board accepted an
offer of $127 million from a group of insders, including the chairman of the Board.

520 While there are smilarities between the Modd Act and the Nonprofit Conversion/
Acquidtion Act, Maryland'slegidation isfar more extendgve. Unlike the Modd Act, the
Maryland Act does not make inurement merely a consderation in deciding whether a converson
should be approved. Maryland's Anti-Inurement Provision requires an affirmative finding that
there will be no inurement before a proposed converson can be deemed to be in the public
interest.
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Commentary a 9. As one commentator notes, “[p]roviding any amount of remuneration
above reasonable vdue for services rendered improperly sphons away charitable assets that
should be devoted to the continued provison of hedth care services in the affected community.”
Kevin F. Donohue, Crossroads in Hospital Conversons — A Survey of Nonprofit Hospital
Converson Legidation, 8 ANNALSHEALTH L. 39, 78 (1999).

In the November 7, 2002, verson of his Draft Report on CareFirst, Inc. Executive
Compensation, Mr. Angoff reaches the same concluson, relying on federd tax law. As Mr.
Angoff correctly notes, section 501(c) of the Internd Revenue Code extends certain exemptions
from federa income taxation to certain organizations. These exemptions apply to organizations
that meet the requirements of these sections, as long as “no part of the net earnings [of the
organization] inure to the benefit of any private shareholder or individud.” See ILR.C. §
501(c)(3). Compensation conditutes private inurement if it is “unreasonable’ or “excessve”
See Angoff Draft Report on Compensation at 38 and cases cited therein; See dso Bramson v.
CIR, T.C.M. (CCH) 1343 (1986); Knollwood Mem. Gardens v. Commissoner, 46 T.C. 764,
787 (1966).

Mr. Angoff notes that the extent to which compensation is “unreasonable’ or “excessive”
generdly requires an andyss of the facts and circumstances. The Code, however, does provide
wha might be conddered a “bright ling’ test of reasonableness in the context of payments made
to an officer in connection with a change in control of a corporation. As a generd rule, a
corporation may only deduct only compensaion that is “reasonable’ as a business expense’®
Under § 280(g) of the Code, payments made to an executive in connection with a change in
control (i.e., “parachute payments’) that exceed a certain formula (three times the recipient’s
base sdary as averaged over five years) are presumed to be unreasonable. Thus, such payments
(known as “excess parachute payments’) are not deductible as an expense of the corporation that
pad them and they are subject to an additiond excise tax of 20% by the executive that receives
them. 1.R.C. 8 4999(a). The presumption against reasonableness can only be rebutted by “clear
and convincing evidence. H. ConF. RpeT. 98-861 (1984), 1984-3 C.B. (Vd. 2) 1, 106. Asthe
Conference Committee explained:

The conferees believe that in most large corporations, executives
are not under-compensated. As a result, the conferees contemplate
that only in rare cases, if any, will any portion of a parachute
payment be treated as reasonable compensation in response to an
agumet that the executive was under-compensated in earlier
years. Id.

In summary, in reviewing any benefits to be received directly or indirectly by officers or
directors of CareFirst in connection with the Proposed Transaction, the MIA must look at
whether those benefits are being pad as reasonable compensation for services actudly rendered
and, if not, whether the benefits in excess of what is reasonable would otherwise have gone to
the Foundations. In assessng what is “reasonable’ compensation, the MIA will be guided both
by the “bright ling’ test articulated by Mr. Angoff under 1.R.C. 8§ 280(g) and by the relevant facts
and circumstances.

21 Tegtimony of Jay Angoff at Public Hearing, February 4, 2003, at 111.
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2. The original executive compensation arrangement submitted
as part of the Proposed Transaction clearly and blatantly
violated the Anti-Inurement Provison.

Not surprigngly, given thar magnitude, the various compensation arrangements made in
favor of CareFirst executives in connection with the Proposed Transaction have dominated
public attention. CareFirst is a nonprofit entity. As such, any value created in that entity is
supposed to benefit only that entity and its nonprofit misson. The initid attempt by corporate
officers to take over $68 million in that vdue for themselves as part of the original Proposed
Transaction was, and is, outrageous. The Board’'s decison to alow that transfer, and its
subsequent defense of that transfer, is inexcusable.  Indeed, WellPoint’s own executives believed
the bonuses were not appropriate.

There is litle question a this point that the compensation arrangements made with
certan executives of CareFirst under the origind Form A filing would have enriched those
individuds by millions of dollars otherwise payable to the Foundations. There was no dispute at
the hearings that the monies that were to be pad to the CareFirst executives in the form of
bonuses and incentives reduced the sale price of CareFirst. WdlPoint expressly acknowledged
that the $68 million in executive compensation that was demanded by the CareFirst Board
represented vdue that it was willing to pay for CareFirst. Thus, but for the Board's desire to
insure the enrichment of certain individuds, the $68 million would have gone to the Foundetion
as part of the purchase price.

This Report will not repeat the andyss contained in Mr. Angoff’s Report outlining the
detals of the origind compensation arrangements and demondrating the ways in which they
violated the Anti-lnurement Provison. Mr. Angoff outlined in detal the liging of mistakes and
lapses in judgment by the Board. These include improperly relying on for-profit companies to
set the bonuses, faling to seek agppropriately legd advice, unreasonably ignoring numerous sSgns
that the bonuses were improper, offering up to ten different and sometimes conflicting reasons as
to the purposes of the bonuses and payouts, and unprincipled decisons to grant large incentives
without regard to the nonprofit satus of the company. The MIA agrees with Mr. Angoff's
andyss in its entirety. And, notwithstanding their initid protests to the contrary, both CareFirst
and WdlPoint gpparently came to the same concluson. The compensation terms set forth in the
origind Form A filing have been subgtantidly dtered and the purchase price has been increased
by $68 million.

3. The record does not permit the conclusion that no part of the
public assets of CareFirst will inure to the benefit of its
officers.

CareFirg executives will recaeive substantid payments in connection with the Proposed
Transaction under the revised Form A. In order to understand these payments and to properly
andyze them, it isimportant to summarize the evolution and current status of the key terms.

CareFirg executives are parties to individud employment agreements. Those agreements
generdly provide for five categories of compensation: @ a base sdary that is adjusted annudly;
b) an annud bonus based on the terms of the “CareFirg Annud Incentive Plan” (“AlP’); ¢) a
second annud bonus based on the terms of the “CareFirst Long-term Incentive Plan” (“LTIP’);
d) various perquisites such as leave time and hedth coverage; and €) retirement benefits accrued
under the CareFirst Supplementa Executive Retirement Plan (“ SERP’).
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Executives receive their annua sdaries in increments throughout the year. No portion is
deferred. Smilarly, AIP bonuses are based on annua performances, are caculated annudly, and,
if earned, are pad in ful each year. However, dl of the employment agreements provide that
CareFirg will make certain payments to Mr. Jews and the EVPs in the event of a change of
control (*COC”). If a COC occurs, Mr. Jews would automaticaly receive a payment of three
times his base sday, plus a pro-rated portion of his AIP bonus. The other executives would
receive twice their base sdary plusther target AlP bonuses.

Under the revised Form A, the executives have agreed to give up these “severance’ provisons in
connection with the Proposed Transaction.  Instead, the executives have agreed to enter into a
Retention Agreement with WelPoint. Pursuant to the Retention Agreement, the executives
would receive from WelPoint the same amounts that would have been payable by CareFirst on a
COC if they remain employed by WelPoint for two years after the merger, if they are terminated
without cause during that two years, or if they terminate for cause within that two years. After
the two year period, the executives would receive thelir Retention Bonuses and, if they remain
employed by WdlPoint, would participate in WdlPoint's Officer Severance Plan and Officer
Change in Control Plan.

The LTIP bonus plan is a complex plan that serves as a surrogate for stock option programs
adminisered by public companies. The amount payable under the plan is cdculated according
to a formula tha tracks CareFirst’s “value’ over overlapping three year “Performance Periods.”
At the beginning of each three year Performance Period, the executive is awarded a certain
number of “Units’ which are assgned a vdue at that time. The value may increase or decrease
over the three-year Performance Period. The vaue of those Units at the end of the three-year
period is the LTIP bonus earned by the executive for that Performance Period. The entire LTIP
bonus is not, however, paid a the end of the three-year Performance Period. Seventy percent is
payable as soon as practicable. The other 30% is deferred until the executive's employment
terminates.

Each year is part of three Performance Periods. For example, the year 2003 is included in the
2001-03 Performance Period, the 2002-04 Performance Period, and the 2003-05 Performance
Period. Under the LTIP Plan Document, in the event of a COC, al Performance Units are
consdered earned as of the date of the COC and dl deferred payments become payable. Thus,
under the Plan Document, on a COC, executives would recelve the aggregate of the deferred
30% of past LTIP bonuses. In addition, the executive would receive the accrued portion of each
Peformance Period that had not yet ended at the time of the COC.°?2 If the executive
terminated, the executive dso would receve the remaning “unaccrued” portion of each
Performance Period that had not yet ended at the time of the COC.

Under the current Form A, the executive continues to receive the deferred 30% of past LTIP
bonuses and the accrued portion of LTIP bonuses for on-going Performance Periods. Executives
do not, however, vest in or recave the unaccrued portions of those bonuses. Instead, the
executives receive redtricted stock awards, with the number of shares being based on the value of
the unaccrued Units.

CareFirg executives receve ngjligble benefits under CareFirst’s qudified retirement plan.
Thar bendfits are set forth in the SERP, which applies only to them and a handful of other senior
managers.  The SERP retirement benefit is a lump sum payment of 200% of the executives find

%22 For example, if the transaction closed on December 31, 2003, the executive would have
accrued 100% of the 2001-03 Performance Period; 66% of the 2002-04 Performance Period; and
33% of the 2003-05 Performance Period.
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average pay after five years of service, plus 30% per year for the next ten years of service, up to
a maximum of 500% of the final average pay. The find tota is reduced by any amount received
under the qudified plan and the executive must refrain from competition for two years or the
SERP bendfits are waved. Certain executives, including Mr. Jews, were credited with
additiond years of service under thar employment agreements for purposes of caculatiing the
SERP benefit.

Under the executive employment agreements, if the executive terminates in connection with a
COC, the executive will recelve an immediate lump-sum payment equa to the actuarid present
vaue of thar accrued SERP, regardless of whether he has reached retirement age. The Form A
filing dters this arangement. Currently, the executive is not entitled to the SERP benefit if he
voluntarily terminates, the lump sum is payable in connection with the merger only if the
executive is terminated by WelPoint without cause. However, if the executive remans with
WidlPoint for a year, the executive may eect to receive payment of the SERP benefit, even if he
continues employment beyond thet year.

The origind Form A adso included payments to CareFirst Executives under a “Merger Incentive
Bonus Fan” (“MIBP’) adopted by the Board on December 2, 2001, after the merger agreement
had been sgned by WdlPoint. The MIBP supposedly was enacted to give management an
incentive to remain employed with CareFirgt through the regulatory process and up until the date
of themerger. The amount of each executive s MIBP wastied to hissdary.

The MIBP became a lightening rod for criticism, particularly given the fact that it was adopted
after the WdlPoint agreement had been signed and was added on top of the already significant
monies that CareFirst executives were to be pad in the event of a COC. The new Form A
eiminatesthe MIBP.

CareFirs executives will receve subgsantid payments under the new compensation
arangements. Whether thelr receipt of those payments violates the Anti-Inurement Provision
depends on two condderations. First, are the payments being paid out of monies that would
otherwise have going to the Foundation? Second, if so, do the payments congtitute reasonable
compensation for services actudly rendered to CareFirst?

CareFirg has obligaions to its executives under thar respective employment agreements, the
LTIP Plan Document and the SERP. One might question the large sdaries, bonuses and benefits
payable under those agreements and aso question whether such arrangements are reasonable
compensation or condtitute private inurement. That, however, is beyond the scope of the MIA’s
task at this time. At present, the question is whether “public assets . . . of the acquigtion” are
being pad to an officer or director. That is, whether monies that would otherwise have been
pad as pat of the vaue of CareFirst have been withhed from the purchase price to fund
executive compensation over and above any sums tha would already be due and owing to those
executives absent an acquisition.

There can be litle question that there are funds that are being paid to executives in connection
with the Proposed Transaction that the executives would not recelve in the absence of the
Proposed Transaction, most notably the Retention Bonuses. Would WdlPoint have pad more
for CareFirst if it were not required to pay such sums to the CareFirst executives? Clearly,
WdlPoint consders payments to CareFirs executives to be pat of the acquigtion costs of
CaeFirs. WdlPoint admits that the origind vadue of the origind compensation arangement
represented monies it would have pad as part of the purchase price and, indeed, WellPoint
subsequently increased the purchase price by the full value of the executive compensation
benefits. Can one say, therefore, that the present price represents a full and fair offer that is
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unaffected by obligations triggered soldy by the merger? Or is it logica to assume that any
compensation to executives beyond norma compensation necessarily detracts from the purchase
price?  The difficulty of this inquiry is compounded by the testimony of Mr. Gesar, who
indicated that the new arangement needed to be agreed to by the eight CareFirst executives®?
Thus, Mr. Geiser knew, as Mr. Schaeffer tedtified he knew, that in order to get an agreement to
=l the company, the executives had to be satisfied. This raises the posshbility that WellPoint
had to agree to the retention bonuses to reach an agreement. This then raises the possibility that
the purchase price in the generd agreement could have been even more than $70 million but for
the retention bonuses.

The MIA mug assume that the funds being paid to executives solely as a result of the merger are
monies that would otherwise have been paid for the public assets of CareFirst and given to the
Foundation. The Anti-Inurement Provison specifically states that a proposed transaction is not
in the public interest unless “steps have been taken to ensure that no part of the public . . . assets
of the acquistion insure’ to the benefit of officers or directors. (Emphass added.) The burden,
therefore, is on CareFirst to demondtrate that no part of the vadue of CareFirgt otherwise payable
by WdlPoint has been diverted to corporate officers and directors. The burden was on CareFirst
to demongrate that none of the funds that WelPoint will pay under the various compensation
arangements would otherwise have been paid as additiond consideration for the company. As
long as CareFirst executives are demanding and receving monies, s0ldy by virtue of this
transaction, the risk exigs that WdlPoint's payment of those sums is smply pat of what it
consders the overdl acquistion costs and, thus, decreases by some amount what it would
otherwise have paid directly to the Foundation.

CareFirgt has not ensured that no pat of its vaue is being paid in executive compensation as
opposed to being added to the purchase price. That, done, however, would not constitute
inurement if the monies received by executives conditute reasonable compensation for ther
efforts on behdf of CareFirst. Payments to executives are not payments out of public assets if
the payments represent reasonable compensation.

CareFirg has produced numerous experts to testify as to the reasonableness of the compensation
recaived by the CareFirst executives. This Report will accept, arguendo, those experts
conclusons with regard to dl of the dements of compensation except the conclusions reached
with regard to the Retention Bonuses and SERP acceleration payments. The Roger Brown
“FINAL REPORT: Proposed Executive Compensation in the January 17, 2003 Amended Form
A Application of CareFirst and WdlPoint”, Roger G. Brown & Associates, February 14, 2003
(the “Second Brown Compensation Report”) lays out both sides of the issue with respect to these
payments. Mr. Angoff notes that Ermngt & Young, relying on certain assumptions, has opined
that these payments, which it characterizes as compensation for non-competition agreements,
would not condtitute excess parachute payments. On the other hand, the assumptions relied upon
by Erngt & Young are not supported by the record; most notably, no reasonable basis is offered
for tregting dl of the Retention Bornus and al of the SERP payment as condderation for a
covenant not to compete, paticulaly when CaeFirst had previoudy characterized only one-
third of the severance payment as compensation for such a covenant. During the testimony
regarding the new retention bonuses, no reference was made to these bonuses or the SERP being
"condderation for a convenant not to compete” This lends credence to the view that this
solution to the "reasonable compensation: problem was expost facto judificaion. Moving
beyond 280G’s “brighnt ling’ test, the question arises as to whether the compensation to be paid is
reasonable under al of the facts and circumstances. This becomes, as Mr. Angoff notes, a battle
of the “experts.”

3 February 4, 2003 at 42.
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In a batle of the experts, CareFirst necessarily loses, because the burden is on CareFirgt to
demongtrate that there is no inurement. The MIA must find that a proposed transaction is not in
the public interest unless it is adle affirmatively to find that the steps have been taken to ensure
that no part of the public assets benefit officers and directors. The record does not demonstrate
that such steps were taken here.  The initid transaction clearly intended to assure tha officers
received a pat of CareFirst’s vaue as a “bonus’ for having created that value. The revised
transaction diminates many of the more obvious and repugnant elements of the origind
proposa. CareFirst executives will, nonetheless, receive very generous compensation packages
in connection with the Proposed Transaction. In several cases, including Mr. Jews, the sdaries
and bonuses avaldble are wdl-beyond amounts that WdlPoint pays its own executives. And,
with respect to the Retention Bonuses, the amounts exceed those amounts that WelPoint has
paid in other cases.

In short, while the current compensation arrangements do eiminate many of the dements that
clearly condtituted unlanvful inurement in the origind proposd, the MIA cannot conclude on this
extensve record that no part of the public assets of the acquigtion will benefit CareFirst
executives.

B. Have appropriate steps been taken to ensure that no officer or director
recelves remuneration as a result of the Proposed Transaction except in the
form of compensation for continued employment?

1 TheLegal Standards

Section 6.5-301(b)(4) of the Nonprofit Conversorn/Acquistion Act states that the proposed
acquidtion of a nonprofit hedth service plan is not in the public interest unless steps have been
taken to:

ensure that no officer, director, or trustee of the nonprofit hedth entity receives
any immediate or future remuneration as the result of an acquigition or proposed
acquidtion except in the form of compensation pad for continued employment
with the acquiring entity.

The Anti-Bonus Provison prohibits remuneration, unless it is paid: @ as compensation and b)
for continued employment. The Statute does not define “remuneration,” “compensation,” or “for
continued employment” Nor does the datute clearly indicate whether *compensation for
continued employment” means only money for work actudly done (such as salary or
performance based bonuses), or whether it is intended aso to encompass other payments that are
linked to employment, such as a retention bonus.

The question of what kind of payments conditute compensation for continued employment, as
opposed to impamissble remuneration, is critical to the assessment of whether the Proposed
Transaction is in the public interest. The Proposed Transaction as it currently is sructured
provides for the payment of the Retention Bonuses to CareFirst executives. |If those payments
violate the Anti-Bonus Provison, the Proposed Transaction is not in the public interest as a
matter of law and, thus, must be denied.

CareFirst, supported by an opinion letter prepared by Piper on February 5, 2003, contends that
amounts pad under the Retention Agreements should be presumed to be compensation for
continued employment, because the payments are, quite literdly, paid to induce the executives to
continue employment after the merger in order to assure an effective and efficient integration of
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the two entities Piper's memorandum does not purport to andyze the language or legidative
higtory of the Anti-Bonus Provison and it cites no case law in support of its conclusion.

In his February 14, 2003, Find Report on Proposed Executive Compensation, Mr. Angoff argues
that the Retention Bonuses should not be considered compensation for continued employment.
Firg, he points out that there are circumstances in which the Retention Bonuses are payable even
if the executive does not remain employed by WdlPoint. Second, Mr. Angoff argues the
Retention Bonuses should not be considered compensation for continued employment, because
each executive dready is recaving ample compensation in the form of sday, performance
bonuses, stock options and benefits for employment with WellPoint.  Third, Mr. Angoff suggests
that, under 280G of the Internd Revenue Code, the Retention Bonuses are more appropriately
characterized as severance payments.

Whether the Retention Bonuses violate the Anti-Bonus Provision or not depends on whether
those bonuses can farly be characterized as compensation for continued employment. It is
necessary, therefore, to determine what kinds of payments the General Assembly intended to
exempt from the generd prohibition agang an officer’s receipt of remuneration in connection
with the conversgon or acquidtion of anonprofit hedth service plan.

The “paramount rule of Satutory construction is to ascertain and effectuate the intent of the
legidature” Medex v. McCabe, 372 Md. 28, 38 (2002). Statutory analysis begins

by looking at the plain meaning of the words of the statute. When the words are
clear and unambiguous, there is no need to search further. When we find
ambiguity in the language of the statute, we look to the intent as evidenced in the
legidative history or other sources extraneous to the Statute itsdf. We cannot
modify an unambiguous dsatute, by adding or removing words to give it a
meaning not reflected by the words the Legidature chose to use, “nor engage in
forced or subtle interpretation in an attempt to extend or limt the statute's
meaning.” Nor may we render, through our andyss, any portion of the Statute
superfluous or nugatory. It is clear, however, that the Statute must be given a
reasonaskz)le interpretation, “not one that is illogicd or incompatible with common
sense.”

Statutory languege is considered ambiguous and, thus, subject to congruction where the
languege is reasonably susceptible of one or more interpretations. Chesapeake Charter, Inc. v.
Anne Arundd County Bd. of Ed., 358 Md. 129, 135 (2000).

According to the Merian-Webster dictionary, “remuneraion” means “recompense” or
“something that remunerates” According to the same dictionary, “remunerate’ means “to pay
an equivdet for a sarvice, loss, or expense” Merriam Webster defines “compensation” as
“something that conditutes an equivaent or recompense” “Recompensg’ means “to return in
kind.”

The Anti-Bonus Provison prohibits the officers of a nonprofit from recelving “remuneraion” in
connection with an acquidtion, except for “compensation” for “continued employment.”
Employing the plan meening of the words used in the statute, the Provison prohibits officers
from recalving any payments, including payments for services, losses, or expenses, except for
those payments that are given in exchange for continued employment. Because “compensation”
means a “return in kind” and an “equivdent” exchange, the legidatures use of that term

524 |d. at 38-39 (citations omitted).

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFRST - PAGE 180



manifests its intent that “compensation “ for “continued employment” be limited to the payment
of a reasonable sdlary and other benefits, such as performance based bonuses, in consderation of
work actualy done.

The meaning of the legidaure is clear. However, since Piper and Mr. Angoff have interpreted
the Provison differently, it is reasonable to review the legidaive history of the Anti-Bonus
Provison and other extraneous sourcesto verify the legidature s intent.

In looking at legidative intent, it is dgnificant that the Anti-Bonus Provison is not the only
Mayland datute that draws digtinctions based on whether “compensation” is “for”
“employment.” The Wage Payment and Collection Law, codified at Section 3-501, et seq. of the
Labor and Employment Article, requires employers to pay employees dl “wages’ earned before
the termination of employment.*® The Law defines “wage’ as “dl compensation that is due to
an employee for employment.” Section 3-501(c)(1) (emphess added). “Wages’ (i.e,
“compensation for . . . employment”) is further defined as “(i) a bonus; (i) a commisson; (iii) a
fringe benefit; or (iv) ay other remuneration promised for service”  Section 3-501(c)(2)
(emphasis added).

The language of the Law makes it clear that “compensation . . . for employment” means money
paid in exchange for services rendered. Asthe Court of Appeals recently noted,

Section 3-501(c)(2) expresdy incdudes “bonus’ as an example of compensation
that may fdl within the ambit of the Act. This is in contrast to other jurisdictions
where bonuses are separated from wages into a category of fringe benefits. In
Maryland, not dl bonuses conditute wages. We have hdd that it is the exchange
of remuneration for the employee’s work that is crucid to the determination that
conditutes a wage. Where the payments are dependent upon conditions other
than the employee' s efforts, they lie outsde the definition.

Medex, 372 Md. at 36.

Under the Wage Payment and Collection Law, a “wage’ is defined as “compensation . . . for
employment.” The Court of Appeds has interpreted that to mean only payments that are
conditioned on the employee's efforts.  Payments that are conditioned on something other than
the employee’ s efforts are not wages, i.e., are not “compensation . . . for employment.”

The Anti-Bonus Provison is not part of the Wage Payment and Collection Law. Nonetheless,
both the smilarity of language used in the two acts and the circumstances in which the Provison
was enacted suggest that “compensation for continued employment” also should be construed to
mean only payments that are conditioned on the employee s efforts.

The Anti-Bonus Provison was enacted by the legidature in 2002 in response to compensation
packages that were being offered to executives of CareFirst as part of the Proposed Transaction.
The extent of the compensation to be received by CareFirst executives upon the consummation
of the Proposed Transaction became public in March 2002 and resulted in a firestorm of
controversy.5?

525 Sec. 3-505.
526 See eq., Jaws Golden Chute Glitters, THE BALTIMORE SUN, March 9, 2002 at 11C.
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The Nonprofit Converson/Acquistion Act as it exiged in March 2002 included the Anti-
Inurement Provison. The articulated purpose of that Provison was to “ensure that no part of the
public or charitable assets of the acquigtion insure directly or indirectly to an officer, director, or
trustee of a nonprofit hedth entity.” Mb. Cobe ANN., STATE Gov'T § 6.5-301(b)(3). Thus, to
the extent that any of the monies that were to be pad to CareFirg officers could be sad to be
pad from the assets of CareFirst, or from funds that would otherwise be payable to the
Foundation, those payments aready were prohibited under the Anti-lnurement Provision.

Nonetheless, the legidaure added the Anti-Bonus Provison, which further limited the
circumstances in which an officer could persondly benefit from the sde of a nonprofit. The
Anti-Bonus Provison made it clear that no officer of a nonprofit may benefit economicaly from
the acquidtion of the nonprofit, regardless of the source of funds. While the Anti-Inurement
Provison protected public funds, the Anti-Bonus Provison protected the public interest by
assuring that officers would not be tempted to pursue atransaction for persona gain.

The exception to the generd prohibition againg acquistion-related remuneration confirms that
the primary purpose of the Anti-Bonus Provison was to minmize the risk that officers would act
out of personad greed in deciding to convert from nonprofit status. The only form of
remuneration that an officer is dlowed to recaelve in connection with an acquidtion is
“compensation for continued employment.” Thus, the officer of the acquired entity is dlowed to
keep his job and to continue earning a living. The public policy that precludes the officer from
recaiving monies that could taint and improperly influence the decison to sell does not extend to
the on-going payment of far and reasonable wages (i.e., a “return in kind’ or an “equivdent”)
for on-going work. This is the only form of remuneration which does not necessarily act as an
incentive to approve a proposed acquigtion.

The legiddive history of the Anti-Bonus Provison, coupled with the judicid interpretation of
gmilar language in the Wage Payment and Collection Law, makes it clear that the only
payments that CareFirst officers may recave in connection with the Proposed Transaction are
reasonable monies paid in consderation of services actualy provided. Payments conditioned on
something other than an officer’s actud efforts on behdf of his new employer fal outsde the
concept of employment-related compensation as that notion has been defined by the Court of
Appeds and, in addition, undermines the legidative gods evident in the passage of the
Provison. That concluson is further supported by Mr. Angoff's andyds, particulaly with
regard to 280G of the Interna Revenue Code.

In short, in reviewing whether the payments payable to CareFirst executives under the Retention
Agreements violae Anti-Bonus Provison, the appropriate examindion is. @ whether those
payments are made as a result of the Proposed Transaction; b) whether those payments are
conditioned on the officer’s on-going efforts on behaf of WelPoint after the transaction; and c)
whether those payments are reasonable, that is, whether they represent an “equivadent” or “return
inkind” for the work actualy performed.

2. The Retention Bonuses Violate the Anti-Bonus Provision

Under the revised Form A, CareFirgt executives have agreed to terminate their right to COC
severance payments under their existing employment agreement and to waive any bonuses they
may have received under the MIBP. In return for those wavers, the executives will execute
Retention Agreements with WdlPoint. Pursuant to those Agreements, executives that reman
employed with WelPoint for two years will receive a bonus equa to the amount that they would
have received in severance from CareFirst. Executives who voluntarily terminate without good
cause in that two year period forego the Retention Bonus. If, however, the executive is
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terminated without cause or terminates for good cause, the Retention Bonus is pad a
termination.

WadlPoint's CEO tedified that the Retention Agreements were negotiated as part of an effort to
address the conclusons contained in Mr. Angoff’'s draft report on compensation. The amounts
that are payable as Retention Bonuses are equa to the amounts that executives would have
recaeived as severance payments under ther employment agreements.  Given this, there can be no
good fath dispute that the Retertion Bonus payments are being paid in connection with the
acquidtion of CareFirst by WdlPoint. The question, therefore, becomes whether the Retention
Bonuses can be characterized as compensation for ongoing employment with WdlPoint; i.e.,
under the standard outlined above, are those payments made as equivaent compensation for
work actudly performed for WdlPoint?

The CareFirst executives subject to the Retention Agreement dso participate in WelPoint's
compensation program. In condderaion of ther employment by WelPoint, each executive will
recave a base sdary equa to thar current CareFirs sdary, annud incentives based on ther
CareFirg bonus targets, long-term stock-based incentives, and a standard package of benefits
and perquisites. The sday and bonuses targets for the CareFirst executives are generdly within
the range of compensation pad to WellPoint executives, except that the compensation that
WdlPoint will pay to Messrs. Jews, Chaney, and Picciotto and Ms. Vecchioni are above that
range.

A review of the entire structure of the WdlPoint compensation plan makes it clear that the
Retention Bonuses are not being paid to CareFirst executives as “in kind’ consderation of the
work that they are performing as employees of WellPoint. The executives are compensated for
ther work for WelPoint via sdaries, bonuses, stock options, and benefitsperquidtes. It is those
items that conditute the executives compensation for continued employment with WelPoint,
the quid pro quo for the work that they do.

Whether one characterizes the Retention Bonuses as a clever means of assuring that severance
payments are pad to CareFirst executives or as a genuine inducement to assure that highly
vdued CareFirst executives remain employed by WelPoint to manage the post-merger
trangtion, the Bonuses are not compensation for continued employment with WdlPoint. The
Retention Bonuses are not pad as an equivdent for work performed. They are not in the nature
of asdary or a performance based bonus or a benefit.

Indeed, the Retention Bonuses represent precisely the kind of inducement that the Anti-Bonus
Provison dearly was intended to outlaw. The Retention Bonuses represent a windfall of cash —
millions of dollas — that are made avaladle to CareFirst executives only if the merger is
consummated. No like remuneration is avalable to them if they smply go forward in ther
curent roles and CareFirst remans a nonprofit.  Thus the Retention Bonuses, like ther
predecessor severance payments and MIB payments, act as an economic inducement to pursuing
a converson and a merger.  And that is precisely the kind of a conflict that the Anti-Bonus
Provision was designed to prevent.

In summary, the Retention Bonuses are not compensation for continued employment with
WadlPoint. Consequently, it is the concluson of the MIA that the Proposed Transaction is not in
the public interest, because steps have not been taken to ensure that officers receive no
remuneration in connection with the Proposed Transaction except for compensation for
continued employment. To the contrary, the Proposed Transaction expresdy provides for such
remuneration.
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X. HAS THE TRANSFEROR RECEIVED FAIR VALUE FOR ITS
PUBLIC ASSETS?

An acquistion is not in the public interest unless appropriate steps have been taken to ensure that
the far vadue of the public assets would be digtributed to the Maryland Health Care Foundation.
The term fair vaue is not defined, but a reasonable approximation according to Blacks Law
Dictionary is "present market vaue" The converson law permits the MIA to retain expert
assstance on the issue of fair vaue. The Blackstone Group was retained by the MIA to assst in
the MIA's enforcement of the far vdue requirement. At the request of WellPoint, and MIA
agreed to have Blackstone peform a preiminary vauation early in the review process.
WidlPoint sought this prdiminary vauation in order to determine whether or not it would
continue to press for approval of its application to acquire CareFirst. When the Genera
Assambly passed legidaion requiring that consderation of this acquidtion be in the form of
100% cash, the terms of the merger agreement with CareFirgt provided WelPoint with the
option to terminate the proceeding. The prdiminary vauation was a tool to assgt WdlPoint in
determining whether or not it would pursue the gpplication.

The converson datute sets out factors to be conddered in determining the fair value of
CareFirst. After reviewing these doatutory factors, Blackstone concluded that four
methodologies were appropriate for the CareFirst vauation. These methods were:  comparable
public traded company andysis plus control premium; comparable precedent transaction
andyds discounted cash flow andyss, and discounted cash flow analyss plus 50% of
WdlPoint synergies/adjusments. These four methodologies resulted in a broad range of possible
vaues for CareFirst. The discounted cash flow andysis (D.C.F) estimates the value of CareFirst
based on its projected free cash flows. As Blackstone points out this is highly sengtive to certain
assumptions induding income projections, the discount rate, and termind vaue assumptions.
The D.C.F methodology resulted in a range of $1.35 hillion to $1.75 hillion. The same anayss
was performed, but 50% of the vaue of the synergies or improvements that WellPoint expects to
gain from the transaction are included in the cdculation. This resulted in a range from $1.68
billion to $2.25 hillion. The comparable publicly traded company andyss edimates a vaue of
CareFirst based on the value of sdected companies that have smilar busness operations using
multiples of certain business and financiad metrics. Added to this was a control premium of 20%
to 30% (based on comparable precedent transactions) to reflect the added value of purchasing a
contralling interest in a company. Tha resulted in a range of $1.38 hillion to $1.89 hillion. The
comparable precedent transaction andysis without a control premium yielded a range of $1.5
billion to $1.8 hillion. These four methodologies resulted in a very wide range, with a low of
$1.35 hillion to ahigh of $2.25 hillion.

As part of its andyds Blackstone identified certain "postives’ and "negatives' that characterized
the auction process run by CareFirst. While Blackstone viewed it as a podtive that "WellPoint's
sensed that it was in a compditive process’ Blackstone viewed as a negdive the fact tha
"Anthem was excluded from the process without CareFirst's understanding of what Anthem
might be prepared to pay ..." Blackstone also observed that "it appears that CareFirst's Board of
Directors ... thoughtfully and thoroughly anadyzed the transaction proposas and drategic
dternaives available to CareFirst.*?” However, the preliminary vauation report was prepared
as of Augugt 16, 2002 before the MIA had completed its thorough and in-depth review of the
auction process and the factors used by the Board as described in this report.

The Blackstone Group issued a "Vauation Report on CareFirst, Inc." as of February 11, 2003, in
anticipation of the issuance of the Final Order in this matter. In preparation for the issuance of

%27 Firgt Blackstone Vauation Report, at 10.
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its Vauation Report, Blackstone reviewed updated information from CareFirdt, including more
up to date financia results and projections for 2003. In the Vauation Report of February 11,
2003, Blackstone utilized the same vadudion methodologies as it had in the preiminary
Vduaion Report of August 16, 2002. However, changes in the market, as well as changes in
CareFird's finandd projections produced lower vaduation ranges in February than were obtained
in Augus of 2002. For example, in August 2002, Blackstone determined that
BlueCrossBlueShidd managed care companies were trading a approximately 17.1 times the
2002 edimated earnings per share of the companies. By February 2003, the same companies
were trading at a multiple of 13.3 times the 2002 estimated earnings per share. Changes in
CareFirg financid projections aso resulted in a reduction of the vauation obtained under the
discounted cash flow andyds.  After consdering these and other factors Blackstone established
avauation range of $.45 hillion to $.65 hillion.

At the public hearings hdd by the MIA, WdlPoint and its invesment bankers had the
opportunity to comment on and respond to the Blackstone vduation. While some questions
were raised regarding the methodology utilized by Blackstone, no arguments were presented to
uggest that the Blackstone vduation was ingppropriate or based on inappropriate or
unreasonable assumptions.  In fact a one point, the investment bankers for WelPoint criticized
certan aspects of the Blackstone methodology, but later admitted that they had used the same
methodology in advisng the WelPoint Board on whether or not the price it was offering was
fair.

A. Summary of Key Points

Blackstone utilized the appropriate valuation methodologies to value CareFirst as required
by the Maryland conversion statute.

As of February 11, 2002, the valuation range established by Blackstone, $1.45 billion to
$1.65 billion represents the minimum value that could be consdered fair value under the
conversion statute.

Because the auction process that was conducted by CareFirst was flawed, the fair value of
CareFirst may likely exceed the $1.45 hillion to $1.65 billion range established by
Blackstone.

The controversy created by the CareFirst executive compensation proposals may
discourage any other interested partiesfrom bidding on CareFirt.

B. Conclusions

This report concludes that the auction that was conducted by CareFirst was flawed in
many respects. The mogt notable flaw was CareFirdt's falure to vigoroudy seek the highest
price from the two competing bidders. The evidence is clear that the auction was designed to end
in a tie, and that non-price factors were the main subject of negotiation in the discusson with
potentia bidders. The evidence is dso clear that CareFirs bdieved it could rely on the
regulatory process to set the far vaue of the company. The testimony was clear that Trigon was
willing to offer more money, but for the reasons described in this report it was not encouraged to
do so. Furthermore as Blackstone pointed out CareFirst could not permit the incluson of
Anthem in the bidding process a least to determine what Anthem what might be willing to bid
for the company.
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As noted earlier, the Blackstone report is a check on the process conducted by CareFirst in
dling itsdf. It is one way to measure whether or not the company obtained " fair vaue' but it
is clearly not a subdtitute for a vigorous auction process. As a consequence the MIA cannot
conclude that the ded will ensure that the fair value of CareFirgt is transferred to the foundation.

XIl. FOUNDATION ISSUES

A dgnificant dement of the case in support of the Proposed Transaction made by CareFirst and
WdlPoint rests on the promise of an infuson of sgnificant amount of cash into the Maryland
hedth care sysem. This money, which would be generated from Maryland's potion of the
purchase price, can sarve as a funding source to satisfy unmet hedlthcare needs in the state. A
recent advertisement by CareFirst in loca newspapers suggested the money could be spent on
clinics, 5izgsurance for the poor, and populations currently unserved or underserved in the current
sysem.

Because the prospect of this infusons of possble spending on Maryland's hedth care system is
such a key element of the case in support of the converson, the MIA retained an outsde
conqultant to evauate the purpose, structure, operations and efficacy of foundations in other
states that have been the recipients of converson funds. By evduaing the performance of
foundetions in other dtates, the study was designed to help determine whether such a foundation
could be expected to serve the needs or perform the functions posited by CareFirst, and generally
whether the infusons of such funds furthers the “public interest” in way that would offset any
possible disadvantages that might result from an acquisition by WellPoint of CareFirdt.

The exhaudive study conducted by LECG, the consultant retained by the MIA provide vauable
indght into the operations of other foundations and on whether and in what form the foundations
proceeds could further the “public interest”. LECG rdied on numerous data gathering
techniques, induding primary research such as interviews with foundation personnd and
grantees, surveys of foundations and grantees, and secondary research including web-based
research and collections of demographic data. The Appendix to their report documents this
work.

LECG developed the "Mayland Hedth Care Access Framework” for the purposes of ther
Report, to provide a common tool for identifying and discussing hedthcare access issues in
Mayland and other BCBS converson dtudions. The Framework was divided into three
categories, and is described below:

Q I nsurance and financing:
> Subsdizing insurance - Efforts to directly subsdize hedth insurance or
to support organizations that subgdize hedth insurance; this includes
prescription drug coverage for the dderly and coverage for medically
uninsurable individuas (high risk), etc.
> Affordability of insurance premiums

> Resear ch on insurance - Research on issues related to public and private
hedlthcare insurance.

528 Batimore Sun, January 29, 2003.
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EI Service capacity and manpower availability:

> Direct Medical Care - Efforts to support dinics hospitds or other
entities providing medicd care. This category includes the funding of
buildings and equipment that is intended for the deivery of medicd care.
Preventative services are also included unless these services take the form
of education or the provison of information.

> Improvementsto Medical Care

\l

Data - Efforts to improve the collection and sharing of hedthcare data

> Manpower - The promotion of scholarships, mentoring programs, student
loan rembursement programs and programs to recruit, tran, and support
people pursuing careers in hedthcare services.

[l Barriers:

> Providing Medical Information - This category includes severa types of
programs, such as the provison of information to the public on disease
prevention and management, supporting case management and programs
that connect people to services, such as subsidized drug prescription
programs, informing hedthcare professonals about medicad treatment
through seminars and conferences, etc.

> Public policy and advocacy - Efforts to provide information to
legidatures, policy makers, opinion leaders, and community leaders. In
addition, it incdudes funding for advocacy groups and grass-roots
organizations seeking to influence hedthcare palicy.

> Transportation
> Reducing language and cultural barriersto healthcar e access.>*

LECG usad this framework in its evauations of hedth care foundations and the contributions
they make to the hedlth care markets they serve.

LECG's andyss begins with the observation that the circumstances in states where BlueCross
conversons have occurred and foundations have been established vary dSgnificantly. LECG
looked at ten to 12 foundations at a high level and examined a smdler population in more detall.
The foundations examined are in dates that had Blue CrosyBlueShidd plans acquired by
WdlPoint and Anthem, including Maine Cdifornia, New Mexico, and Missouri. LECG
observed that in at least four of the conversons, the converted plans were facing financid
pressures and were conddered failing plans by regulators. In addition, according to LECG,
many of the converted plans are smdl both on an absolute bass and redive to CareFirst. The
relative market share of Maryland's BlueCross plan is the second largest of any state observed by
LECG. Of the 12 dates reviewed, only Maryland's Blue plan and Missouri's had a market share

%9 LECG at 23 - 24.
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of over 40%.>° In four states the plans had less than 20%, in five states the market share of the
plan was between 20% and 30%. In Connecticut, the market share of the plan was 36%.

LECG examined the missons of 14 Blue Cross converson Foundations and found they dl had
gmilar missons. The generd theme of dl the foundations is improve the hedth of the citizens
of the particular state, address unmet hedth care needs in the state, and improve access to quality
carefor dl residents of those with limited access®*

As to the types of grants made by conversion foundation, about two third of these fund are made
to grantees who specidize in the ddivery or provison of hedth care services. This suggests that
if a converson were to result in the segments of the population being adversdy affected in terms
of access to hedth cae, “the resulting converson foundation is more likdy to offset this
decrease in access through the funding of programs that provide direct medica care than it is to
offset this outcome through the funding of programs that provide insurance subsdies” Usng
the Access Framework developed by LECG, these grants fdl into the "Service Capacity"
function rather than "'Insurance and Financing” function.

LECG cites severd reasons for this:

Lack of resources. Genedly, foundation resources are too smal to make a sgnificant impact
subddizing insurance.  The largest hedthcare foundations studied give no more than $50 million
total in one year. This is a smdl percentage of the typicd state Medicaid and other health-
related department budgets.

Not self-sufficient: In most cases, when a foundation discontinues subsidizing an insurance
program or product, the program ether ceases or must be curtailed proportionately. This is
because few dternative funding sources exis that would provide for continued provison. Thus,
the program is usudly only temporary at best.

Lack of experience: While some foundations have dabbled in the insurance
provisons/subsdization area, most foundations generdly fed that "insurance' is an area outside
of thar typicd doman and experience of funding “innoveive' stopgap programs, and are
therefore reluctant to be involved.>*

Typicdly these types of “direct care “ grants are for less than $50,000 and are not intended to be
long-term grants, but rather the grantees are expected to obtain longer term sources of funding in
order to continue the program of care. The report concludes that “ the typica conversion
foundation may supplement (but will not supplant) the hedthcare activities that are tasked as
public sector obligations (such as Medicaid).

The lager Cdifornia foundations, with endowments in the billions make larger grants,
sometime exceeding a million dollars or more. The appendix of the LECG report documents the
types and amount of grants that are made by the various foundations. Grants have been made to
recruit professond in rurd areas lacking providers, recruit students into careers into human
sarvice professons, enhance trandation abilities of bilingud gaff who serve dients with limited
English spesking ability, and asss senior in obtaning low cost prescription drugs. The
Cdifornia Hedthcare Foundation provided a grant of dmogt $700,000 to trandate a “consumer
Assessment of Hedlth Plans Survey” into Vietnamese, Mandarin Cambodian, and Korean.

%30 See LECG page 16.
31 Final report at 37 — 38.
32 |ECG at 43.
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In tesimony the authors of the study emphasized that because of the magnitude of hedth care
goending in the states, conversion funds do not result in system change or broad changes in
access to hedth care, but clearly can serve to increase access and address narrow problems in
specific communities or populations>**  One author of the Study, Robert Cameron of LECG
testified that given the total spoending devoted to hedth care, revenues from Foundations can be a
"drop in the bucket.** Foundations usudly view themsdlves as an incubator, to make grants so
that programs or services can be sdf-sufficient. 1d. However, based on Maryland receiving a $1
billion endowment, and assuming an 8% return on assets, LECG predicted between $40 and $47
million would be avaladle over the next five years. That would alow for the following types of
options to be funded:

Extended Medicad Program to Decrease Uninsured: The projected FY 2003 average costs per
person are $6,400 for Medicaid beneficiaries.® Since this figure represents an average of high
(disabled, blind and indigent elderly) and low beneficiary codts, the typicd expanson population
beneficiary is likdy to be less expendve. We edtimate that expanded population Medicad
recipients cost between $2,500 and $4,500 annudly. Thus, $40 million recetved annualy ($80
million after the Federa match) would expand the Medicaid program to cover an additiona
17,000 to 32,000 adults.

Provide Premium Subsidies to the Maryland Hedth Insurance Plan (MHIP): $40 million would
cover an additiona 12,075 medically uninsurable (i.e., high-risk) individuds for one year.'*

Expand Primary Care Coverage: $40 million of operationd funding for a Maryland-Qudlified
Hedth Center (MQHC) in the State could accommodate between 80,000 and 133,000 adult
primary care patients annualy.*

Increase Denta Coverage: $40 million of operationa funding for denta services in a rurd area
could potentialy accommodate as many as 160,000 preventative care patients annudly.*®

Note: The above is for illustrative purposes only. We have used reasonable assumptions
in developing these assessments, however, these assumptions have not been verified and in-
depth program cost-analysis was outside the scope of this report.

19 Maryland's Department of Medicaid estimates.

1 These are very prdiminary estimates from MHIP and assume an
déght to one PPO - HMO enrollment ratio. This projection aso
assumes that the prdiminary "subscriber only” rate for MHIP is
$273/month for the $1,000 calendar year deductible, $4,500 out-
of-pocket maximum for the PPO plan and $376/month for the
HMO plan.

12This figure assumes primary care costs range from $300 to $400
annudly; this does not take into consderation any infrastructure
costs.

13This figure assumes preventive dental costs range from $250 to
$300 audly and indudes approximately two vists x-rays,
dental screening and cleaning; this does not take into consideration
any infrastructure costs.

%% 1/30/03, 67:8-14
%% LECG at 56.
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LECG dso andyzed the Mayland Hedth Care Foundation and its governance. Attorneys that
andyzed the governance of the Maryland Foundation and other foundations found Maryland's
“vary different” and unique. This digtinction results from a multi-layered governance sructure
in which the Foundation is the trustee of any conversion proceeds, but such proceeds can only be
expedited as a reault of Legidative action. The misson of the Foundation is to "expand access'
to hedth care sarvices, while the dtatute etablishing the Legidatures proceeds provides that
expenditures from the proceeds from the converson should be made to "improve the hedth
datus' of Marylad resdents. Mr. Cameron stated that these concepts adthough not necessarily
incompatible, were different, and could be interpreted in ways that supported "vastly different
sets of activities or god:>*

LECG dso identified the following potentid problems with the current Maryland structure:

| It is not clear what conditutes the "governing body" in the Maryland modd. In
the typica converson mode this is the Board of Trustees. In Maryland it could
be argued that the Generd Assembly fills this role by determining how the funds
will be utilized. This role, however, is subject to the typica legidative process,
including input from the Governor and potentid veto power.

| If the Generd Assembly is viewed as the "governing body" its sze is vadly larger
than the typicd foundation board, and its term and manner of action are different.

| Although the Mayland Hedth Care Foundation more closdy resembles the
typicd converson foundeaion, even its Board of Trustees (comprised of 19
individuds) isrdativey large.

> In Summary, with respect to the foundations sudied, LECG had the following
observations:

| The overdl problem-solving cepacity represented by the capita assets is quite
limited in the context of the hedthcare economy; the larger the problem the less
time the problem can be solved.

| In this respect the assets may be more appropriately considered asa
supplementd resource to help address specific and well-defined problems
rather than as a replacement for public sector obligations or private sector
hedlthcare cash flows.

| The individud grants of a BCBS converson foundation likdy represent
new revenue streams for community hedthcare interventions that would
otherwise not be available,

| The foundation's grants are likdy to emphasize community intervention in
the form of direct service provison (as opposed to hedth insurance
coverage or premium subsdies).

| the effectiveness of these interventions will (in lage part) not be
demondrable (at least in the short-term) given the current foundation
performance measurement systems.

%35 Tegtimony of Robert Cameron, January 30, 2003, at 40.
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| The efficiency with which the foundation's activities are delivered will
likdy vay condderably; for community intervention grants, the
foundation's ability to be effective will largely depend on the specific
grantee services and the grantee organization itself.

| Current performance evaduation sysems will make it very difficdt to
evduae the rdaive cod-benefit performance of competing pilot
demondration grants designed to identify a "best practice’ solution for a
given problem.

| Due to the enormous number of grants made by the hedthcare
philanthropic  indudry, it is unlikdy that much of the foundation's
activities will be truly unique or involve otherwise undudied issues or
untested models.

| However, the hedthcare philanthropic industry appears somewhat
fragmented (especidly across date lines) and learning from the
experiences of other foundations may not be easy.

| Foundations that devote dgnificant portions of their assets to a pursuit of
"truly unique' activities may experience "misson creep,” and over time,
risk deveoping an overly broad portfolio of unrdated grants and
activities.

| Whether foundations represent the ided vehide (in teems of efficiency
and effectiveness) for accomplishing ther tasks is up for debate and
highly senstive to the specific types of activities examined.

| The closer a foundaion focuses on the financing related aspects of
"hedthcare access' the more likdy it becomes that other (non-foundation)
optionswill be more effective and efficient than the foundation modd.

| There are dgnificant fixed expenses associated with operating a credible
foundation; this implies that a certain critical mass in terms of foundation
asetsis needed to achieve a minimum acceptable leve of performance.

[ | Within this universe of sudied foundations, the overdl attributes that
most seem to corrdate with operating efficiency include:

> A relatively narrow geographic focus,
> Independent or company-sponsored organization structure; and
> A longer period of organizationa experience.

| This evidence suggests there may be a tradeoff between the breadth of
foundation efforts (both geographic and purpose-wise) and subsequent

operating efficiency.

| There may be a further tradeoff between foundation operationa efficiency
and making the infrastructure investments (people, technology, etc) to
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improve the performance measurement systems needed to better assess
grantee and foundation effectiveness.

| The dructure of the philanthropic industry in Maryland is such that it may
be difficult for a converson foundation to dSgnificantly utilize
intermediary organizations as a means for distributing grants.

X1l. ADDITIONAL STATUTORY CONSIDERATIONS
A. Other Considerations Under The Conversion Statute

There are other issues that the MIA is required by the converson statute to consider in
deciding whether to approve the Proposed Converson. Key among these is whether the
proposed acquistion is equiteble to CareFirst’s enrollees, insureds, shareholders, and certificate
holders™¢® In addition, the MIA must consider whether the transaction complies with Title 2,
Subtitle 6 of the Corporations and Associdions Artide®’ and whether it ensures that the
transferee will possess the surplus (1) required under law, and (2) sufficient to provide for the
security of CareFirst’s certificate holders and policyholders.>®

Of these three mgor considerations, the second and third require limited comment. Mp. CobpE
ANN., STATE Gov'T 8 6.5-303(2)(ii) requires compliance with the provisons of the
Corporations and Associations Article governing charter amendments®®*  These provisons
specify the method for adopting, and contents of, such amendments. It appears on initid review
that the documents presented as part of the Application and Amended Application comply with
these provisons. In light of the substance of the MIA’s decison, further scrutiny of this aspect
of the Proposed Transaction is unnecessary. Even if such scrutiny were to reveal technica
deficiencies, they should be susceptible of rdatively easy remedy.  Section 6.5-303(2)(iii)
requires that CareFirst have adequate surplus fdlowing the transaction. Nothing brought to the
attention of the MIA as part of this process suggests that the company’s surplus would be
inadequate. Indeed, a stated objective of the transaction isto increase available capitd.

The fird requirement of this section, however, cannot be disposed of so easily. Section 6.5
303(2)(i) requires the Commissoner to consder whether the acquistion is equitable to
CareFird’s enrollees, insureds, shareholders, and certificate holders. Putting asde the extent to
which the incongstency of the transaction with the public interet may itsdf preclude
compliance with this requirement, there reman subgtantial problems.  The interests of
CareFirst’s enrollees, insureds, and certificate holders are focused principdly on availability,
affordability and viability of coverage. Put another way, CareFirst’'s customers have a vitdl
interest in assuring that the benefits they reasonably expect to receive under CareFirst coverages
will not be affected adversdly. If the transaction had the effect of reducing accesshility to hedth
care services (such as by reducing access to providers or the scope of covered services), or
resulted in rate increases atributable solely or principaly to the transaction, these effects would
be inequitable and compd a rejection of the proposed acquistion. Similarly, indications that the
transaction might cause CareFirst to discontinue coverages for certain groups of customers (as
by exiting or de-emphasizing certain lines of busness), regection of the deal would again be
judified. These are maters of criticd dgnificance, affecting the very core of CareFird’'s
importance to this statewide community. Therefore, the MIA engaged in vigorous efforts to

536 \d, Code Ann., State Gov't § 6.5-303(2)(a) (2002).
537 Md. Code Ann., State Gov't § 6.5-303(2)(b) (2002).
%38 Md. Code Ann., State Gov't § 6.5-303(2)(c) (2002).
%39 Md. Code Ann., Corps. & Ass ns § 2-601, et seq.

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 192



ascertain the probable consequences of WellPoint's proposed acquisition of CareFirst.  See for
exanple, the anadyses by the Ddmava Foundation and by the Wakdy Consulting Group,
discussed above earlier in this report. However, these efforts were substantialy frustrated by
WadlPoint's refusd to provide information critical to the andyss  Sadly, the MIA was |eft
without the ability to conclude that the acquidition would not suffer from such deficiencies.

Given that the burden of demondrating datutory compliance devolves upon WelPoint and
CareFird, this refusad to provide necessary information must result in a negative presumption.
The public interest, and the need to protect insureds who lack the ability to protect themselves,
bar a contrary presumption favoring the gpplicants in the naked and undocumented hope that
their benevolence will restrain them from disadvantaging their customers.

Moreover, the andyses of the MIA’s consultants do give rise to aticulable concerns.  For
exanple, Ddmavds andyss expresses concern aout WelPoint's  provider relations.
WadlPoint's experience in Cdifornia paticularly, suggests an attitude of firmness in negotiations
and willingness to sacrifice network breadth for economic interests.  While this dynamic
permestes the managed care universe, it seems particularly sgnificant in WellPoint's case.

In its andyss, Wakely concluded that certain premium rates might be expected to increase due
to the loss of the SAAC discount and premium tax exemption, though neither can be sad to be
soldy the result of the converson. But Wakely dso noted that WellPoint's desire to improve
CaeFird’ s performance may itsdf cause a premium rate increase.>*

Furthermore, the proposed transaction would be unfair to the public, who as owners of the
company can be viewed as the equivaent of shareholders. Firdt, the company is being sold for a
below market price. The find ded is for a purchase price of $1.37 billion. But the lowest point
of the far market value range identified by WellPoint is $1.45 hillion. Moreover, there are many
indications in the record that a higher price migt have been avalable from Trigon. And it is
clear that the “auction” was not conducted in a manner reasonably calculated to maximize price.
In addition, the record is persuasive in demonstrating that management and the Board embarked
on a predetermined course of for-profit converson and sale to WelPoint, without nearly
adequate condderation of the existence of viable dternatives, such as preservation of the status
quo, or a combination with another entity, including nonprofit plans. On the whole, the interests
of the public as owners received little or no consderation. The consequence is a deal contrary to
the interests of the public as owners of CareFirg, i.e., shareholders.

B. SUMMARY OF KEY POINTS:

The record does not indicate that the parties will fail to meet the satutory requirements
governing charter amendments.

The record does not indicate that CareFirst would have inadequate surplus after the
conversion to comply with legal requirementsand provide for policyholder security.

Refusal by WellPoint to provide essential information has prevented sufficient analysis of
whether the proposed transaction would be equitable to CareFirst’s cusomers.

The limited information available to the MIA’s consultants gives rise to concerns about
potential impacts of the transaction on provider relations (and therefore access to health
care services), aswell ason premium rates.

%40 Wakely Report, page 45.
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The proposed transaction would sell the company for a below-market-value price, without
adequate consideration of alternatives. In these respects, it is inequitable to the public as
the equivalent of Shareholders.

1. Conclusion

The converson datute requires the Commissioner to consider the effect of the
converson on CareFirst’s customers, but diligent efforts to do so were thwarted by WellPoint's
unwavering refusal to provide essentid information. Left to extract inferences from
crcumdantid and indirect observations, the MIA’s conaultants were unable to gain adequate
comfort and, instead, identified at leest some indicators of possble adverse consequences. On
this record, it cannot Smply be assumed that after the transaction “dl will be well.” Moreover,
the proposed sde of the company would be inequtable to the public as the equivaent of
shareholders, because it is for a price bedow far market vaue, and insufficient attention was paid
to what might have been far preferable dternatives.

C. Compliance with the Insurance Acquisition Statute

The Mayland Insurance Acquidtions statute promulgates seven conditions in the presence of
which the Commissioner must deny reject the proposed transaction.® Of these, the firgt three,
the fifth and the dxth seem to be of little concern in the context of the pending application. They
inquire, respectively, about (1) entittement to a certificate of authority, (2) effect on competition,
(3) finandd condition, (5) competence, experience and integrity of acquirer, and (6) a non-
insurer acquirer. The MIA’s review does not indicate the probability of adverse consequences
from the transaction regarding any of these issues®*

The fourth statutory ground for disapprova would be triggered by WellPoint plans for CareFirst
that would be unfar or prejudicid to policyholders®*®  As discussed a some length elsewhere
throughout this report, try as they might, the MIA’s consultants were unable to glean enough
information about this subject. Specificdly, WdlPoint falled to provide the data necessary to
evduae the probable impact on CareFirst insureds of adoption of the “WedlPoint Way.” The
record indicates that WellPoint has a plan to improve certain of CareFird’s operating ratios and
margins®* No €effort has been made to demonstrate specificaly how these improvements will
be accomplished without premium rate increases or reductions in benefits. WaedlPoint has dso
touted its wide variety of innovative products, meny offering inferior bendfit packages,
admittedly a lower cost. But there has been no submisson of specific plans regarding products
to be offered in Maryland following the acquigtion. The best that can be sad is that WellPoint
has a corporate strategy that is not inconsistent with overal reduction in benefits compared to the
datus quo. To be sure, Maryland's regulatory scheme will provide a safety net against excessive
reductions in covered benefits. But the record does not permit the drawing of conclusons as to

> Mp. CopE ANN., INs. § 7-306(b) (2002).

%42 |t istrue that CareFirgt has unabashedly proclaimed expansion of its aready dominant market
position as akey god of the converson. However, the record does not indicate that such
expandon ispossible, let done probable. Moreover, a market-share increasing transaction
fecilitated by this converson will itsdf be subject to independent scrutiny under the same

gatute. The combination of WellPoint and CareFirst does not by itself appear to create serious
threats to what competition exists in this market.

%43 Mp. CopE ANN., INS. § 7-306(b)(4) (2002).

44 Wakely Report, page 45.
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whether the array of products to be offered under the “WelPoint Way” would, in the aggregate,
congtitute a reduction of coverage.

Lamentably, these important issues did not prove susceptible of definitive conclusons, owing
largdy to a paucity of essentid WdlPoint information. Were this the only issue to be resolved
in determining whether or not to approve the transaction, further andysis would have been
indispensable. However, given the consderable andyss that was possible for other dispostive
issues, it suffices on this point to suggest troubling uncertainty. Specifically, the record may not
support a conclugve finding that WellPoint’s plans for CareFirst would e unfair or prgudicid to
policyholders.  But there is enough in the record to prompt concern if the transaction were
approved.

The seventh disgpprova ground would be triggered by a finding that the interests of CareFird’s
policyholders and stockholders might otherwise be prgudiced, impared, or not properly
protected. For al the reasons stated above, the record is, a best, inconclusive on this point as
regards policyholders. But there are certainly reasons for concern.  While it is entirdly possible
that an acquistion by WdlPoint migt leave CareFirst’s customers no worse off than they are
today,>** the converse cannot be ruled out. In the end, the record in its current form might not
support disdlowance of the gpplication soldy on this basis. In the totality of the circumstances,
this issue becomes less criticd and migt be characterized as a troubling, but not disabling,
concern.

In contrast, the matter of stockholders compels a different conclusion. As noted, CareFirst has
no stockholders. It is, however, owned by the citizens of this state, who can be viewed as the
equivadent of stockholders for purposes of this andyss.  In that vein, the record compes certain
inescapable conclusons. The dedal has been struck at a price below CareFirst’s fair market value.
That is to say, the «ling public will recaive less than the company’s vaue if the ded is
approved. That is contrary to their interests. Moreover, the record demondrates conclusvely
that the transaction was partly, if not principaly, motivated by improper consderations. Equaly
clear is that little attention was pad to dternatives less lucrative for management. For example,
preservation of the status quo seemed to be out of the question without one iota of andyss.
Smilaly, dliance with another non-profit seemed fatdly abhorrent to the disquietingly profit-
motivated anayticadl methodology adopted by the Board and management. In short, the ded is
unfar to the stockholders both, because CareFirst would be sold for too little, and because the
Board and management smply falled to congder potentidly preferable dternatives.

D. Summary of Key Paints:

The record suggests that there is no reason to rgect the transaction on account of (1)
entitlement to a certificate of authority, (2) effect on competition, (3) financial condition,
(5) competence, experience and integrity of acquirer, and (6) a non-insurer acquirer.

Owing in large part to lack of information sought unsuccessfully from WelPoint, the
record is inconclusve as to whether the transaction would be unfair, prgudicial, or
contrary totheinterestsof CareFirst’s policyholders.

Despite the uncertainty of the record, there do exist bases for concerns about the effect of
the proposed acquisition on CareFirst’s policyholders.

> Thisis egpecidly the case, given CareFirdt’ s recent propensity for emulating its for-profit
competitors.

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 195



In the context of the many other matters evaluated and addressed in this report, these
concerns do not, by themselves, warrant regection of the application. They are, at best,
neutral.

Both because of a below market value price, and for failure to consider potentially
preferable alter natives, the proposed transaction is unfair to the public as the equivalent of
stockholders.

1. Conclusion

While the absence of information from WelPoint may preclude condusons as to the effect of
the proposed transaction on policyholders, the record is clear tha the ded is bad for the public
gua stockholders. Thelr asset would be sold for too little, and preferable dternatives were
discarded without adequate andyds, in apparent deference to the pecuniary interests of
managemen.

XI11. APPLICATION OF THE CONVERSION STATUTE TO GHMS

The proposed conversion of CareFirdt, Inc. includes the conversion of the three principa insurer
subsdiaries, CFMI in Maryland, GHM S in the Didtrict of Columbia, and BCBSD in Delaware.

Although domiciled in the Didrict of Columbia, GHMSI is subject to the regulatory oversight
and jurisdiction of the MIA because it is authorized to, and does, insure Maryland residents. As
note previoudly, in an opinion dated November 12, 2002, the Honorable Joseph Curran, Attorney
Genera for the State of Maryland, ruled that this regulatory authority extends to the pending
converson.>*®  Specificaly, Generd Curran found that the Commissoner of Insurance of this
state has authority to review the proposed transaction as regards GHMSI under the Conversion
Statute, the nonprofit hedth service plan statute, and the Insurance Acquisition Statute. The
review encompasses the competitive impact of the transaction, its fairness to policyholders,
preservation of GHMSI's financid dability, and protection of public or charitable assets. To be
sure, the Commissioner may, but is not required to, defer to the Didtrict of Columbia Insurance
Commissone. The MIA has generdly kept abreast of the work of the D.C. and Delaware
regulators. Nonetheless, the breadth of GHMSI's operations in Maryland is such as to compel
the concluson that the MIA should include in its review the impact of the proposed conversion
on that company.

The proposed converson of GHMSI fdls within the scope of Title 6.5 of the State Government
Article.  The provisons of that Title apply to the acquisition of nonprofit heath service plans,
which are defined as “a corporation without capita stock with a certificate of authority from the
Insurance Commissoner to operate as a nonprafit hedth service plan.”>* GHMS is a
corporation without capital stock and holds a certificate of authority from the Insurance
Commissioner to operate as a nonprofit hedlth service plan. The converson datute “...does not
apply to the acquisition of a foreign non-profit health entity operating in this Sate if the
appropriate regulating entity determines, based on the standards set forth in this title, that any
public or charitable assets of the nonprofit health entity that serve health care needsin this Sate
will be adequately protected.”>*®

546 87 Opinions of the Attorney General _ (2002) [Opinion No. 02-019 (November 12, 2002)].
*7 Md. Code Ann., State Gov't § 6.5-101(h) (2002).
>4 Md. Code Ann., State Gov't § 6.5-307 (2002).
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The question of whether those public assets of GHMS! that serve hedth care needs in this State
would be protected adequately in the Proposed Transaction begins with an evauation of whether
those assets have been farly vaued. This report concludes that the proposed purchase price for
CareFirgt does not reflect the far vaue of CareFirst and its assets, including GHMSI. Thus, one
cannot conclude that those public assets of GHMSI that serve Marylanders are protected
adequately.®® Because those assets are not protected adequately, Title 6.5 does apply to the
proposed converson and acquidition of GHMS].

The andyss of this transaction as it affects GHMSI, can be viewed from two perspectives.
Impact on policyholders, and impact on the public. In the former are issues regarding
avalability, accesshility and affordability of hedth coverage. The latter includes effects on
competition and safeguarding of public assets.  Effects of the converson anticipated for
CareFirg and CFMI will inevitably impact GHMS in much the same way, dbet with some
limitation. It is important to note that the same Board and management team was responsible for
the operations of GHMSI and for the rest of CareFirst. The accident of geographic location does
not by itdf insulale GHMS from the transactiond infirmities observed for CareFirst generdly.
For the reasons set out above in condderable detall, the Commissoner and MIA have concluded
that the proposed transaction fails applicable Satutory requirements as to CareFirst in both
arenas, impact on policyholders and public impact. Thesameistrueasto GHMS.

The inability of MIA andydss to obtan vitd information from WaelPoint has precluded
auffident andyds of how becoming part of the WdlPoint family of companies would affect
avalability, accessbility and affordability of hedth coverage for CareFirst insureds. No less
true is this as applied to GHMSI. But as noted above there is bass for concern. Far more
condusve was the andyss regarding the process by which the companies have arived a the
proposed transaction. For dl the reasons explore in the foregoing report, the decision to sdl to
WidlIPoint on the terms proposed is no less defensble as to GHMS than it is as to CFMI or
CareFirg as a whole.  And the effect of the transaction in failing to protect public and charitable
assets is no less important and rdlevant as to GHMSI than it is to CFMI and CareFirst. In short,
the proposed dedl is no better as to the D.C. subgdiary than it is as to CFMI or the company as a
whole.

X1V. CONCLUSION: IS THE PROPOSED CONVERSION OF

CAREFIRST AND ACQUISITION BY WELLPOINT IN THE
PUBLIC INTEREST?

The Mayland Insurance Adminigtration took a two-prong approach to evduding whether or
not the transaction was in the public interest. Firg, it evauated the transaction under the criteria
set out in the converson datute. The MIA examined both the disqudifying factors and the
mandatory condderations. This it must do as a matter of law. Second, dthough not necessarily
required by datute, the MIA evauated the so-cdled “Busness Case’ that CareFirst has put
forward in support of its view that the transaction was in the public interest. Although not al the
aguments presented by CareFirg as pat of its Business Case relate directly to the statutory
criteria, these arguments should be taken into consgderation when determining whether the
transaction isin the public interest.

%49 Additiona grounds for this conclusion could exist, even if the transaction had been gpproved,
depending on how the proposed purchase price were divided among the Maryland, Delaware and
Didgtrict of Columbia Foundations. The dlocation of proceeds obvioudy impactsthe

determination of whether assets that serve hedth care needs in the State have been protected.
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Teking into account al of the arguments advanced by CareFirgt as part of its Busness Casg,
dong with the MIA's evauation of the criteria, it is clear that this proposed transaction is not in
the public interest, and CareFirst has not met its burden of persuasion.

To begin with, this deal does not ensure that the far vaue of the public assets will be
digributed to the Maryland Hedth Care Foundation as the converson law requires. This
compels a finding as a mater of law that the deal is not in the public interest. This report details
the many ways in which the process employed by CareFirst to negotiate the terms of the sde,
and achieve a purchase price was fataly flawed.

Fird, the Board never obtained a vauation before the bidding process began, so it had no
independent basis for knowing whether the bids that were made approximated fair value for the
company. The Board then relied on its investment banking firm, which brokered the ded, to
render an opinion after the bids were received, on whether the price it had brokered was fair.
However, the compensation of this invesment banking firm largely depended on its reaching a
concluson that the price was far. This dtuation created a clear potentia conflict, where the
firm's own interests in assuring that the deal would be consummated and ensuring a $13 million
fee, could be at odds with its professond obligation to the Board only to issue a fairness opinion
if, in fact, the price were far and not inadequate. The risk of a "results oriented” opinion that
would find the price fair is obvious. This circumstance alone precludes a determination that the
ded has resulted in the fair value for the company.

This flaw is only the tip of the iceberg, and the other flaws exacerbate the consequences caused

by the conflict of the invetment bankers. The overwhdming evidence is that the Board treated
the two bidders, WdlPoint and Trigon, in materidly different ways as regards their offers of
condderation for CareFirst. Firs, Trigon was advised that an important consderation for
CareFirg in evauating the bids was the number of seats that CareFirst would have on the Trigon
Board after the acquistion. After initid discussons with CareFirst, before forma bids were
submitted, it offered three seats. Trigon then increased the number of Board seats to five when
forma bids were submitted. Trigon was prepared to offer more money but believed, reasonably
based on the evidence, that Board seats were more important to CareFirst. The tesimony shows
that this had the effect of reducing the price Trigon initidly was willing to offer. In fact,
Trigon's initid offering price was the price a which the company was sold. The evidence is clear
that a ggnificat reason for this is that Trigon was not asked to increase its purchase price after
its initid offer. Conversdy, WdlPoin't initid bid was below that of Trigon, and it was given
guidance to increase its price, which it did, ultimady maching Trigon's initid offer. This
disparate treatment clearly served to suppress the purchase price of the company.

The weaght of the evidence aso shows that it was in fact a goal of CareFirst to get the prices
"amila” because this fadlitated negotiations over non-price factors, such as executive bonuses,
the roe for the CEO, and employee benefits. Negotiations over these items spanned many
months, and eclipsed the level of negotiations held over the purchase price.  Furthermore, the
weight of the evidence shows that, not only were consderation of the many non-price factors
inconggent with the Board's fiduciary duties, but some of the factors were used as an ex post
facto judification for the sdection of WdlPoint. To the extent that non-price factors were the
subject of legitimate negotiation, the CareFirst Board never attempted to quantify the extent to
which its demands for concessons on non-price factors was impecting the purchase price either

party was willing to pay.
CaeFirg dso offered a rather sgnificant concesson that the auction was flawed when its CEO

stated that CareFirst would rdy on the regulatory process to ensure that the fair vaue for
CareFirg would be obtained. While this concesson might explan why CareFirst truncated the
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price negotiations, it does nothing to ameliorate the flaws in the process. It was unreasonable for
CareFirg to rdy on the regulatory process to determine the far vdue of CareFirst for the smple
reasons tha the regulatory process will not necessarily achieve the fair vaue of the company.
The discusson of far vadue earlier in this report identifies a basic precept of the ideg, that fair
vdue is what a willing buyer will pay to a willing sdler. In other words, far "market" vadue.
There was no market at work here because there was not an effort to extract from two willing
and competing buyers the highest price each was willing to pay. One bidder was not asked to
increase its price, and it appears once WelPoint matched Trigon's bid it was not asked to
increase its price. A market-based auction is the best way to capture whatever premiums,
drategic or otherwise, two willing buyers may be willing to pay for a company. The fact that the
converson datute contemplates the hiring of a vduation expert by the regulator, does not
reesonably give rise to a bdief that the regulatory process will set the "far vaue' of the
company. The regulatory vauation can certainly serve as a check on whether an inadequate
price has been achieved, based on the formulas that the investment bankers employ. The
formulas used by the bankers cannot precisdly measure whether the full market vaue had been
obtained.

FHndly, as mentioned, the Vauation Report prepared by Blackstone shows that even by the
more formuligtic vauation methodologies, the ded has not resulted in the payment of far vaue
for CareFirst. Certainly the ranges identified by Blackstone represent the minimum that could be
viewed as far vaue. The fact that Blackstone has identified a range of vaues might lead to the
suggestion that the deficiency in the price can be cured merdy by one party or the other offering
a price within the ranges identified. But, for the reasons cited above, this may not necessarily
result in a true "market value' because such an offer is not a subgtitute for a full and fair auction.
The ggnificant problem facing CareFirst now is that the opportunity to have a far a full auction
may be dgnificantly diminished if not extinguished because the massve controversy over the
bonus packages and pay-outs that have dominated the news and impacted the regulatory process
may discourage further entrants to any subsequent bidding processes that might occur.
Moreover, the acquigtion of Trigon by Anthem has effectivdy diminaed one of a very smdl
number of qudified potential buyers, indeed one viewed for quite some time as CareFirst’s best
drategic partner.

There is another bads to conclude as matter of law that the transaction is not in the public
interest. As discussed earlier in this report, the retention bonuses that were negotiated as part of
the revised compensation packages violate the anti-bonus provison of the converson datute.
Like the requirement in the converson satute that disqualifies, as a matter of law, any ded that
does not ensure fair value is received by the Maryland Hedth Care Foundation, a violation of the
anti-bonus provison compels a determination that a transaction is not in the public interest. This
section, dong with the anti-inurement section, expresses an unequivocd legidative intent that
management not profit from a transaction, except in the form of reasonable compensation for
work ectudly performed for the acquiring company, pad fully from the assets of the acquiring
company and not the public assets of the acquired company. The revised bonuses fail these tests,
and, as this report points out, given that the executives have continued to demand a bonus in
connection with this ded, one cannot say with certainty tha WaedlPoint's price is not dill
discounted by the amount of the new bonuses.

While each of these vidlaions of the converson statute is adone enough to find the ded is not in
the public interest, there are manty other reasons that support this determination. The Satute
requires that the MIA consder, in determining whether the transaction is in not the public
interest, the Board's due diligence at several points in the process. Did the Board exercise due
diligence in the decison to convert? Did the Board exercise due diligence in the sdection of a
bidder, and in negotiding the terms and conditions of the transaction? Were al conflicts of
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officers, directors and experts disclosed to the Board? These questions fdl under the generd
rubric of whether the Board was guided by agppropriate factors in its decison making, whether it
acted in the best interests of the corporation as opposed to the interests of any particular
individuds and whether it discharged its duties of care and loydty. These Satutory questions
uggest a clear legidaive acknowledgement that improper motives or faulty decison-making on
transactions fdling within the converson datute can be contrary to the public interest.  Given
the fact that these are mandatory consderations for the MIA, the most reasonable interpretation
of the converson satute is that failures by the Board in one or more of these areas can lead to a
determination that a transaction is in the public interest, but do not adways compe such a
finding. One can imagine mistakes by a Board that may reflect, a some minimd levd, a lack of
due diligence, but that are not materid to the outcome or do not serve to tarnish the decision-
making process in a broad sense. However, in this case, the Board's actions were in many cases
fundamentdly flawed, and these flaws maeridly and negatively impacted the integrity of the
process. In such an ingtance, these flaws judtify a determination that the transaction is not in the
public interest.

Firg, the Board's falure to recognize and abide by the corporate misson of the organization, as

aticulated in its bylaws, and its falure to consgder how a conversion might impact its ability to
further that corporate misson, is done enough to find that this transaction is not in the public
interest.  This report documents that there are subgtantid differences in philosophies and
objectives of non-profit and for-profit companies. The Boards of Directors of non-profits and
for-profits owe their duties to two completely different set of congtituents. It is undisputed that
the Boards of Directors of for-profit companies owe their firsg alegiance to shareholders.
Conversdly, the Boards of Directors of non-profits owe their first duties to those who benefit
from the misson of the company, its insureds. This difference can be eadly seen in the
contragting tesimony of the CEO of WelPoint, a for-profit company, and the CEOs of the non-
profit companies cited in the report from the Pennsylvania BlueCross and BlueShield plans. The
non-profit CEOs tedified regarding the "socid misson” of the company, and the fact that they
subgdize products to enhance the affordability and accessibility of hedth care in their markets.
In contrast, Leonard Scheeffer remarked that it was "ungthicd” to cross-subsidize products and
that dl products mus be priced to be profitable. This comparison is not meant to serve as a
citicism of WdlPoint, nor of for-profit companies generdly. But to suggest that there is no
difference between non-profit and for-profit companies defies the record in this case. The Board
should have considered these differences.

Second, the flawed process that led to the sdection of WdlPoint as the prevaling bidder again
illustrates the Board's lack of due diligence and attention to its corporate misson. As outlined
ealier in this report, that process was dominated by the use of sdection factors that largely
advanced the interests of the management team, rather than the company or more particularly its
insureds. Trigon was not selected in part because CareFirst’s CEO would not have assumed the
role of Chairman and CEO of the merged Trigon/CareFirst entity, a role he desired. While in the
course of this proceeding the company offered a number of reasons why WelPoint was the
superior bidder, upon closer examindion the vast mgority of the reasons offered have little merit
or are specious. In some cases, CareFirg has in fact misrepresented the nature of the offers from
the two bidders. This dso cdls into question the veracity of other information provided to the
MIA in connection with these gpplications.

This report outlines how the weight of the evidence supports the concluson that the enrichment
of the executive team was, if not the primary mativation, an important motivation for in selecting
the prevaling bidder. This unfortunate fact means that the underlying arguments that give rise
to the Business Case may be tainted by this improper motive. Whether or not improper bonuses
and pay-outs can be limited by means of an Order gpproving the transaction conditioned on the
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elimination of the bonuses, the fact is that the stain created by these bonuses soils the evidence
that was presented in support of the transaction. The detalled andyss showing tha the Business
Case has little merit supports this conclusion.

Another of the mandatory consderations is whether the transaction would have a significant
adverse effect on the avalability and affordability of hedth care in the state. Like the due
diligence condgderations, the fact that the MIA is required to consgder this issue leads to the
reesonable concluson that an dfirmaive finding could compe a determingtion that the
transaction is not in the public interest. The Maryland Insurance Administration made its best
efforts to investigate the potential risks associated with the WellPoint acquisition, and whether
such a transaction would impact avalability and affordability. Because WdlPoint did not
provide access to criticd information regarding its pricding and underwriting practices, these
efforts were frustrated. WellPoint should not be excused from scrutiny under these important
citeia by virtue of its refusd to provide the informaion that permits ther meaningful
evauation.

The MIA did, nonetheless, attempt to conduct the Statutory inquiry without the operative data. It

was forced to rely on secondary data, which in some cases was of limited use.  Some of this
data reved a didurbing history of WdlPoint antagonizing providers, and in particular, hospitals,
in Cdifornia  WdlPoint presented data suggesting this antagonistic relationship has not
impacted WelPoint's provider network in Cdifornia negatively, at least as measured by the
number of contracts sgned with hospitds. However, WelPoint has in the past been ranked as
the worst plan by Cdifornia hospitds, and the Cdifornia regulators said WdlPoint's negotiations
with hospitas have caused more disruption than have other HMOs.

We have seen the negative consequences of this type of rdationship firg hand in Maryland.
Recent events invalving the falure of CareFirst and Children's National Medical Center to reach
a contract resulted in the potential disruption of care for some of Maryland's most vulnerable
patients. Whether or not quality of care was compromised, the events caused considerable
anguish and uncertainty on the part of the parents of patients a Children’s, as evidenced by the
hearings on February 5, 2003. One cannot help but be struck by how this episode fdls on the
heds of CareFird's "for-profit" orientation. It raises the obvious question, as witnesses at the
public hearings suggested, whether this episode is indicative of things to come under the
management of a for-profit company.  Theoreticaly state law provides some leve of protection
in such circumstances because the Department of Hedth and Menta Hygiene regulates the
network adequacy of HMOs in the State. However, the reach and efficacy of such laws has not
been proven, and in this case, dthough the MIA forwarded numerous complants received by
affected families to the Department, there is no evidence that any steps were taken to determine
whether or not the law had been violated.

The fact that disputes over physcian rembursement may negatively impact qudity and network
adequacy is dso illudrated by the testimony given a one of the public hearings in 2002.
Witnesses referred the MIA to litigation invalving GHMSI that is rdevant>® That case involves
dams that GHMS|, through the actions of a subcontractor utilized by GHMSI to deliver menta
hedth sarvices to GHMS insureds, improperly reduced reimbursements to network
psychologists by 30% in violaion of the physcians contracts. Public documents in that case
show that this dramdic cut in rembursement by GHMS in the late fall of 1998 caused 80
practitioners to leave the GHMS network, and 250 members had to be transitioned to other
providers.  Minutes from the Qudity Improvement Committee & GHMS show tha “the

%0 Virginia Academy of Clinical Psychologistsv. GHMS, Civil Action No. 9400-98 (D.C.
Superior Ct.)
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committee concurred that this change impacted the qudity of care for members’. Ironicdly, this
action came as the busness combinaion between the D.C. and Maryland plans was being
announced, and the press release issued by CareFirgt in January 1999 promised that “physcian
and hospital networks will be available over alarger aredl’.

This is not to suggest that only for-profit companies are likely to have contract disputes with
providers. Non-profits can legitimately seek to contain costs through the negotiation process and
may press for cost containment in their negotiations. But the evidence cannot be ignored that
WidlPoint has a paticularly bad track record on this issue. Because disputes and schisms with
providers can affect access to care in some cases, WdIPoint's hisory must be included among
the factors to be weghed in determining whether, on baance, the transaction is in the public
interest, and this factor weighs againg the public interest.

In defense of the concern over WdlPoint's provider reationships, WellPoint and Accenture
both argue that it is through "tough" negotiations with providers that costs are contained. Cogt
containment inures to the bendfit of insureds in the form of lower rates, the argument goes. This
agument has superficid apped, and could be true. But it is not possible on this record to know
whether the benefits obtained as a result of these tough negotiations are passed on in full or in
part to subscribers in the form of lower rates or enhanced benefits. While WdlPoint points out
that it has grown market share in Cdifornia by offering affordable products, the facts show many
factors impact afordability.  Mr. Hyers of Wakely pointed out that benefit levds have a
gonificant impact on medicd costs, and therefore rates. The MIA's analysis showed that,
rlaive to Mayland products, WelPoint products in Cdifornia are "thinner”. No facts in the
record verfy that cost contanment inures to the benefit of premium-paying customers as
opposed to the corporation. WdIPoint's pricing information might have shed light on this
subject, but the MIA was not able to review it. One cannot help but notice that the most recent
press reports on WellPoint earnings showed dgnificant growth in net income and a strong
financid peformance.  This cetanly does not refute the possbility that the aggressve
contracting is as much a benefit to shareholders asit isto insureds.

Also rdevat to the consderation of potentid impact on avalability and affordability resulting
from the transaction is the current CareFirst for-profit orientation. As explained in this report,
CareFirgt has adopted the dtrategies and objectives of many for-profit insurance companies and
repudiated its corporate non-profit misson. Now CareFird's corporate goals and objectives
relate to achieving income targets and profitability goals. This report documents many examples
of how CareFirst has emulated some practices of for-profit companies, a least in regards to
efforts to maximize profits. ~ These efforts have negaivdy impacted the avalability and
afordability in the state. CareFirst's withdrawa of the FreeState HMO, and the subsequent
requirement that its insureds undergo medical underwriting, forcing several thousand former
FreeState members into Maryland's high-risk program, illustrate the point. The record suggests it
is characterigtic of for-profit entities to focus on achieving profitability on a product by product
basis. If other CareFirst products or lines of business were terminated because they were viewed
unfavorably by the new owners, Maryland's high-risk program could yet again be flooded with
goplicants, clearly resllting on a dgnificant impact on the avaliddlity and affordability of
insurance.  In such an event, it might be necessary to divert the income stream from Maryland's
share of the proceeds of the converson smply to provide insurance to this new uninsured
population. CareFirst cannot argue that this scenario is unlikdy, for in fact it has dready
occurred once. The converson could hardly be viewed as a net "gan' for Mayland if the
benefits of the sde of CareFirst were used dmply to provide insurance to individuads who
became uninsured as aresult of the transaction.
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One find point, regariding the impact anayss bears emphasis. Thie MIA viewed this as an
important condderation in the overall andyss. The record shows that the Board did not view
this as a point even worthy of condgderation. There is no evidence that in dl its ddiberations
over the bidders, the Board took any steps to determine whether Trigon or WdlPoint would
negatively impact policyholders or access or availability in Maryland.

This report dso analyzed in detall the Business Case presented by CareFirst. The Budness
Case is not compdling. CareFirg is the dominant hedth insurer in the State of Maryland and
has strong market shares in both D.C. and Ddaware. While CareFirst clamed that it could not
compete with larger national companies operating in this market, the data developed by the MIA
and its experts show that CareFirst has suffident capitd to make needed investments to maintain
its competitiveness. It is currently outspending smilar Szed and even larger non-profit and for-
profit hedth insurance companies. The data also show that for-profit companies do not typicaly
access the capital markets through the issuance of stock to fund new infrastructure spending.
And in presentations to the CareFirst Board and outsde parties, CareFirst management has given
no indication that its ability to invest in new products and technology has been constrained. No
soecific facts were provided illudraing how CareFirst lagged its competitors in Maryland in
terms of invesments, products, or technology. CareFirst's own experts concluded that it could
satisfy its non-merger related capital spending needs.

The one area in which CareFirst may be lacking that was identified by its experts was capital to

spend on mergers and acquidtions. But the Business Case in support of this objective is
amilaly weak. To begin with, CareFirst's own consultant, Accenture, placed great emphasis on
the need to engage in merger and acquistion activity in order to concentrate and enhance
CareFirst's current market share. Accenture dted the need for CareFirst to maintain its
dominance in its current market, and viewed CareFirst's mergers and acquistion needs as
rdaing to a necessty of making in-market defensve and offensve acquistions. The MIA's
andyds shows that such acquidtions are possibly prohibited under state and federa anti-trust
laws, given CareFirst's aready dominant podtion in the market, a fact not conddered by the
CaeFirsd Board. CaeFirg has amost three times the share of its nearest competitor in
Maryland. In some markets, it has dmost 50%. CareFirdt's expert, Accenture, found much less
benefit to be derived from absolute scae as opposed to relative scde. Other data clearly support
the notion that bigger is not necessarily better. There are risks associated with mergers, and
many are not successful. In this vein, CareFirst has yet to achieve dl the benefits that were
promised in connection with the integration of the D.C., Delaware and Maryland plans.

CaeFirt may dso have a greaer adility to fund its capitd invetments than was previoudy
thought. The MIA's in-depth analyss of CareFirdt's financid condition reveded that any
perceived weaknesses in the performance of CareFird, Inc., and in paticular the Maryland plan,
are due as much to unfortunate manegement decisons rather than competitive threats or over-
regulation, as CareFirst argues. Curing these problems could further enhance CareFird's ability
to fud invesments More dringent Board oversght could help to remedy the problems.
Notwithstanding these management deficiencies, CareFirst management, as well as MIA experts,
agree that CareFird is a viable, hedthy plan, a least in the short and medium term, meaning the
next three to five years. Trying to predict the various forces that will impact the marketplace
more than five yearsin the future is pure speculation.

There is another factor which impacts the public interest anayss, and that relates to the
gending of the proceeds of the converson. The Mayland Hedth Care Foundation was
established in 1997 to recdve monies resulting from the converson of non-profit hedth care
entities in the State.  Under the law establishing it, the Foundation’s purpose is to use the funds
to "expand access to hedth care services for uninaured and underinsured Marylanders.”
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However, dnce the enactment of tha law, the Maryland Generd Assembly has modified the role
of the Mayland Hedth Care Foundation and given itsdf a role in the process. The Generd
Assembly created the Maryland Hedth Care Trust to receive conversion proceeds, and athough
the Maryland Hedth Care Foundation serves as trustee of the Trust, money will be spent from
the Trust only as determined by the General Assembly. In particular, according to current law,
funds from the Trust would be expended to "implement acts of the Generd Assembly ... that
improve the hedth satus of the residents of Maryland." While the goads of improving access to
hedth care sarvices for uninsured and underinsured Marylanders, and the god of improving
hedth status, are amilar, they are not the same. The misson of improving hedth status can be
read broadly. It is this broad Legidative directive that crestes an dement of uncertainty that
impacts the public interest andyss.

Activities or projects that fdl under the rubric of "improving hedth saus' could include the
congruction of a gymnesum or pool for exercise, weight loss programs, drug and acohol
counsding, or stress reduction classes. In New York, a portion of the proceeds of Wellchoice's
IPO will be directed to hospitdl worker sdaries. In Wisconsin, converson proceeds were
directed to medica schools. All of these projects could be said to improve “hedth status’ albeit
indirectly in some cases.

If Maryland ‘s acquigtion proceeds were spent on such projects, the foundation proceeds may
not be available to fund coverage for new applicants to the state's high-risk pool that could result
if, for example, WelPoint were to withdraw from a line of business or discontinue an
unprofitable product. Put another way, if the Foundation proceeds are not spent or dedicated in a
manner designed to corrdate with the potential risks associated with an acquisition, some
Marylanders may be subgtantidly worse off after the acquisition. The current governance of the
Trugt creates such a risk. This risk clearly weighs againg a finding tha the transaction is in the
public interest.

There are other factors that bear on whether the transaction is in the public interest that are not

soecificdly set forth in the statute.  One is the issue of loca control. CFMI is a localy owned
and locdly controlled nonprofit hedlth service plan. The holding company for CFMI, GHMSI,
and the BCBSD, CareFird, Inc, is adso licensed as a Maryland nonprofit hedth service plan.
The CareFirst Inc Board has 12 of 21 members nominated by the Maryland plan, CFMI. This
dructure provides a high level of loca control over the operations of the plan. Decisons
regarding the operations of the plan are made here. It is beyond dispute that a WdlPoint
acquistion would result in the diminution of that control because the holding company would be
owned by an out of state entity. The Board of Directors of WdlPoint would be the ultimate
contralling authority, rather than the Board of CareFirst, Inc. The acquisition means that a least
some decisons regarding the operation of the Maryland plan will be made out of State.

WedlPoint and CareFirst both argue that WellPoint is committed to loca control. This may be
true, but only to a point. The record shows that key personnd in the WellPoint plans in Georgia
and Missouri report directly to thar supervisors in Cdifornia  For example, the chief actuaries
and medicd directors in the Georgia and Misouri plans have a “draght lin€’ reporting
rlationship to Cdifornia, and a “dotted ling’ reporting relaionship to the CEOs in Georgia and
Misouri.  Clearly this creates the reasonable impresson that find supervisory authority for
these functionsisin Cdifornia, not Georgia or Missouri.

It is admittedly difficult to quantify the benefits of local control, or the disadvantages of out-of-
state control. Locad control can trandae into loca accountability, and a corporate decison
making process that is guided by locd, rather than national consderations. Hedth care is clearly
an enterprise that must be guided by loca condderations. Large nationd hedth plans have
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stutter-stepped when trying to superimpose nationd practices in local markets. In its filing with
regulators in connection with its effort to become a for-profit company, Washington State's
Premera Blue Cross asserted that “Premera believes it can best serve its customers and ther
interests by remaning an independent, locdly managed plan”.  According to the filing,
“Premera... rgected mergers or dfiliations which would jeopardize loca autonomy and in turn,
jeopardize the plan’ s ability to properly respond to local market needs and expectations.”

Perhaps one example of how local control creates greater accountability for a health plan can be
seen in CareFird's handling of its effort to negotiate Alternative Rate Arrangements (ARAS)
with Maryland Hospitds in 1999. These arrangements, which were permitted by the HSCRC,
were viewed as disruptive by the hospitals and an effort to do an “end-run” around the rate
sting sysem in Maryland.  Hospitals complained to politica leaders that CareFirst was using
its market power to muscle them into agreeing to the arrangement or risk being removed from
the CareFirst provider network. CareFirst and the HSCRC responded to this concern and ended
the effort. Would WelPoint be responsive to loca regulatory or politica concerns? Or would
the national focus of alarge multi-sate plan override locad consderaions?

Maryland has dready witnessed the consequences of the sale of another of its mgor insurance

companies. The USF& G Corporation was a holding company for severd Maryland based
insurance companies located in Bdtimore. Financid difficulties in the 1990's resulted in new
management bang inddled to run the company. When turnaround efforts were unsuccessful,
the company was sold to the St. Paul Company, and the chief executive left after he received a
bonus of tens of millions of dollars. Over time, dements of the holding company sysem and
lines of busness, have been sold and employees relocated. Public ownership of CareFirst
creates the possbility that this could again happen to alarge Maryland-based insurer.

This discusson illustrates that dthough the issue of locad control does not lend itsdf to a drictly
quantitative analyss, it is properly an issue to be included in the overal baancing of whether the
transaction is in the public interest.  Notwithstanding WdlPoint's efforts to assuage fears that it
will usurp loca decison meking, it is amply a fact that find decisons regarding the fate of
CareFirgt and its operations will be in the hands of a Board and management team that have a
higher respongbility than responding just to the concerns of Maryland stakeholders.

It is true that there may be some benefits resulting from a WellPoint acquisition of CareFirgt.
WdlPoint appears to be a wdl managed for-profit insurance company with an impressve
management  team, and an impressve manegement track record in increesng membership,
paticipaing in state programs, and earning profits. The company has won numerous awards,
and its CEO is widdy regarded and respected in the industry. Unquestionably, certain eements
of the "WdlPoint Way," induding the excellence of management, would be a benefit here. In
other areas, purported benefits are not clear. The company has argued that it can bring product
innovation to Maryland and its expertise in cregting products for the smal group and individud
markets can provide purchesng options to Marylanders that are not currently avalable.
However, the smal group products that have contributed to WellPoint's success in Cdifornia are
not legd here. The individua products offered in Cdifornia have fewer benefits than are
permitted in Maryland. WdlPoint's innovative products, which in some cases are less expensive
possibly because they have more limited benefits, will not be the vehicle for growth here that
they werein Cdifornia

For dl the reasons expressed above and in the body of this report, it is therefore the

concluson of the Mayland Insurance Administration that the proposed acquisition of CareFirst
by WellPoint is not in the public interest.
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SCHEDULE A

DIRECTORS AND MANAGEMENT OF CAREFIRST
DURING THE EVENTS DESCRIBED IN THE REPORT

DIRECTORS
Danid Altobdlo Sister Carol Keehan, R.N., M.S.
(Current Chairman) J. Richard Lilly, M.D.
Edward J. Baran Roger C. Lipitz
Max S. Bdl, J. E. PatriciaE. Lund, Ed.D., R.N.;
Beverly B. Byron Robert H. Naftaly
William J. Byron, S.J. Robert F. Rider
Geneva Cannon CharlesW. Shivery
Dan A. Colussy Hanan Y. Sibel
James M. Dde James C. Simpson
Bernard J. Daney, C.P.A. George B. Wilkes, 11
Anne Osborn Emery, Ph.D. Eddie N. Williams
Ernest R. Grecco Vincent A. Wolfington

Joseph Haskins

SENIOR MANAGEMENT

William L. Jews, President & CEO

David D. Walf, Executive Vice Presdent, Managed Care & Strategic Planning

Leon Kaplan, Executive Vice Presdent, Operations

Gregory A. Devou, Executive Vice Presdent, Sales & Marketing

G. Mark Chaney, Executive Vice Presdent, Chief Financid Officer & Treasurer
John A. Picciotto, Executive Vice Presdent, Generad Counsel & Corporate Secretary
Sharon Vecchioni , Executive Vice Presdent, Chief of Staff

Mike Felber, Senior Vice President, Sales
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SCHEDULE B

Alphabetical Directory of Individuals Affiliated with the Proposed

Transaction

Adams, Benjamin C.

Allen, Andrea

Altobdlo, Danid J.

Andrews, Steve

Angoff, Jay
Antoniewicz, Carol

Aurand, Shirley

Banker, Robert
Barmer, Rebecca

Barnes, Dondd G.

Barve, Kumar

Battista, Donad

Bauer, Gene E. Ph.D.

Director, Credit Suisse First Boston, CareFirst
Investment Banker Consultant

Geriatrician and Eagtern Shore Director of Maryland
Academy of Family Physcians, Public Comment
Speaker February 7, 2002

CareFirst Chairman of the Board.
Subscriber, Public Comment Speaker February 7, 2002

Roger G. Brown & Associates, Due Diligence and
Fairness Consultant for MIA

Medica Socid Worker, currently unemployed, Public
Comment Speaker February 7, 2002

President of Chapter 306 of the NARF Association, but
is speaking for hersdlf, Public Comment Speaker
February 13, 2002

Subscriber, Public Comment Speaker February 4, 2002

Subscriber, does contract work for CareFirst, Public
Comment Speaker February 7, 2002

Vice President, Hay Group, Inc, Executive
Compensation Consultant to CareFirs.

Maryland genera Assembly representing Gaithersburg,
Rockville and Garrett Park, Public Comment Speaker
February 11, 2002

President and CEO of Garrett County Memoria
Hospital in Oakland, Public Comment Speaker
February 13, 2002

Managing Director Hay Group, Inc., Executive
Compensation Consultant to CareFirs.
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Beck, Larry

Becker, Doug
Bdl, Deidre

Berman, Richard

Beusch, Chrigina G.

Bidenson, Peter

Birrang, Kathleen
Bodnar, Vicki

Bowerman, Chuck

Brandenburg, Don
Brown, Dr. James

Brown, Roger G.

Bruning, Richard

Bryden, Helen

Burkey, Katherine

Burkhart, Ronald

Burks, Michad

Burt, Carol

Presdent of Good Samaritan Hospita, Public Comment
Speaker February 4, 2002

Pediatrician, Public Comment Speaker February 13, 2002

Chief Financid Officer of Shore Hedth System, Public
Comment Speaker February 7, 2002

Subscriber, Public Comment Spesker February 11, 2002

Former MIA Principad Counsd, Maryland Attorney Generd’s
Office

City Health Commissioner for Batimore City, and President of
the Maryland Citizens Hedlth Initiative, Public Comment
Speaker April 30, 2002

MIA Principa Counsd, Maryland Attorney Generd’ s Office
Subscriber, Public Comment Spesker February 13, 2002

Chairman of the Board of Good Samaritan Hospita, Public
Comment Speaker February 4, 2002

Chief Actuary, Maryland Insurance Adminigtration
Physician, Public Comment Spesker February 11, 2002

Roger G. Brown & Associates, Due Diligence and Fairness
Consultant for MIA

Maryland University Health Care Action Network, Public
Comment Speaker April 30, 2002

Subscriber, Public Comment Spesker February 7, 2002
Chairman of the Board 09f the Western Maryland Health
System in Cumberland, Public Comment Speaker February 13,
2002

Wakely Consulting Group, Fairness Analysis and Impact
Opinion Consultant to MIA

Vice President, Blue Cross Bblue Shield of Georgia, Operating
Unit of WellPoint Health Networks, Inc.

Senior Vice President, Finance and Treasury, WellPoint Heglth
Networks, Inc.
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Cdlas, Peter

Cameron, Robert H.

Cantilo, Patrick H.

Chaney, G. Mark

Chase, Frank

Chenowitz, Ronnie

Colby, David C.

Coleran, Jm

Callier, Clay

Colvin, Robert
Conrad, Robert
Corbett, Michaelyn

Cornwdl, Martha

Cruz, Lillian

DeMarco, Vinny

Devou, Gregory A.

Dillan, Bob

Sixteen years as dected officid in Maryland, member of the
Maryland Retired Teachers Association, legidative officer for
Western Maryland and for the Washington County retired
educational personnel, Public Comment Speaker February 13,
2002

Director, LECG, LCC, Foundation Andyss, Consultant to
MIA

Managing Partner, Cantilo & Bennett, L.L.P., Converson
Consultant to MIA

Executive Vice Presdent and Chief Financid Officer,
CareFirg, Inc.

Maryland Federation of the National Association of Retired
Federa Employees, Public Comment Speaker April 30, 2002

Member of Harford County Council, Public Comment Speaker
February 4, 2002

Executive Vice Presdent and Chief Financid Officer,
WdlPoint Hedth Networks, Inc.

Insurance Broker, Public Comment Speaker February 11, 2002

Employed by Blue Cross Blue Shiddd Employee, Public
Comment Speaker February 11, 2002

Subscriber, Public Comment Spesker February 13, 2002
Subscriber, Public Comment Spesker February 4, 2002

Economist, LECG, LCC, Foundation Analysis, Consultant to
MIA

Subscriber, Public Comment Spesker February 13, 2002

Presdent of Democratic Club of Montgomery County, Public
Comment Speaker February 11, 2002

Executive Director of Maryland Citizens Hedlth Initictive,
Public Comment Speaker February 4, 2002

Executive Vice Presdent and Chief Marketing Officer,
CareFirg, Inc.

Subscriber, Public Comment Speaker
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Dorrin, Susan

Drummond, Jean

Dwyre, Ruth

Ellison, Dr. Rebecca PH.D.

Ewing, Coundilman

Fagilla, Ms.

Farrag, Osama
Feldman, Roger
Fennimore, Charles
Fisher, Dr. Michedl
Fletcher, Rita

Foster, Robert Michadl
Fouche, Bobby

Friedman, Eugene

Funk, David M.

Gaisford, John

Geser, Thomas C.

Glaser, Robert

Executive Director of the Cecil County Chamber of
Commerce, Public Comment Speaker February 4, 2002.

Presdent, HCD Internationd, Foundation Anays's, Consultant
to MIA

Pediatrician and represent the Western Maryland Region of the
American Academy of Pediatrics, Public Comment Spesker
February 13, 2002

Subscriber, Public Comment Speaker February 7, 2002.

Councilman for Montgomery County, Public Comment
Speaker February 11, 2002.

Subscriber, Public Comment Speaker February 4, 2002.
Subscriber, Public Comment Speaker February11, 2002.
Ph.D. Economics, Fairness, Consultant to MIA
Subscriber, Public Comment Speaker February11, 2002.
Provider, Public Comment Spesker February 7, 2002.

Presdent of Wicomico County Education Association, Public
Comment Speaker February 7, 2002.

Subscriber, Public Comment Speaker February13, 2002

Director of Education for the Centra Maryland AFL-CIO
Council, Public Comment Spesker February 13, 2002.

Hospitd Trustee with Life Ridge, and member of Maryland
Chapter of the American Association of Hedth Care Admin,
Public Comment Spesker April 30, 2002

Managing Partner, Funk & Bolton, Counsd to CareFirdt, Inc.
and W lPoint Health Networks, Inc.

Principal, LECG, LCC, Foundation Andlysis, Consultant to
MIA

Executive Vice President, Genera Counsdl and Corporate
Secretary, WellPoint Health Networks, Inc.

Vice President, Corporate Development, WellPoint Hedlth
Networks, Inc.
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Glaser, D. Louis

Glasscock, Larry
Goldman, Ralph
Gordon, Arnold

Gortz, Mason

Gould, Rebecca

Grahe, Raymond

Grieb, Elizabeth

Hdl, Diane

Hamill, Jm

Hammond, Karen

Hammond, Lee

Harrison, Lois

Haskins, Joseph

Haydun, Frederick

Hdlawdl, Jane

Herb, Jody

Principd Gardner, Carlton & Douglas, Foundation Analyss
Consultant to MIA

President and Chief Executive Officer of Anthem, Inc.
Subscriber, Public Comment Spesker February 11, 2002

Candidate for State House in the 19" Legidative Didtrict,
Public Comment Speaker February 11, 2002

Subscriber, Public Comment Spesker February 4, 2002

Representing League of Women Voters, Public Comment
Speaker February 7, 2002

VP for Finance and CFO of Washington County Health
System, Public Comment Speaker February 13, 2002

Partner, Piper Marbury Rudnick & Wolfe, CareFirst Outside
Counsd

Cdifornia Attorney which represented peoplein Cdifornia,
Public Comment Speaker February 7, 2002

Presdent of the Washington County Hedlth System, Chairman
of the Maryland Hospital Association’s Task Force on the
conversion of Blue Cross, Public Comment Spesker February
13, 2002

Insurance Agent, Public Comment Speaker February 11, 2002

State President for AARP, Public Comment Speaker February
7, 2002

Board member of Washington county Hedlth System and
Chairman of the Board of the Washington county Hospitd,
Public Comment Speaker February 13, 2002

Chairman, CareFirg, Inc. Executive Compensation Committee

Hartford County Medica Society, Public Comment Speaker
February 4, 2002

Representing League of Women Voters, Public Comment
Speaker February 7, 2002

CareFirst employee, Public Comment Speaker February 7,
2002

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 211



Hoffman, Joe

Howard, John

Hyers, DaeD.
Hudak, James
Imhoff, Donna B.

Insgstrom, Fayette

Jackson, Bill

Jeffay, David
Jenkins, Joe

Jews, William L.

Kanter, Marvin M.D.

Kaplan, Leon
Kely, Robert A.

Kissmiller, James

Klen, Shirley

Koplovitz, Jonathan

Knox, Jack

Krauss, James

Chief Financid Officer for Upper Chesgpeake Hedlth, Public
Comment Speaker February 4, 2002

Employee of CareFirst, Public Comment Spesker February 4,
2002

Wakely Consulting Group, Fairness Consultant to MIA

Partner Accenture, CareFirst Strategic Consultant

Deputy Commissioner, Maryland Insurance Adminigiration
Pediatrician, on Executive Committee of Maryland Chapter
American Academy of Pediatricians, Public Comment Spesker
February 7, 2002

Representative of AARP statewide, Public Comment Speaker
February 4, 2002

Physician, Public Comment Spesker February 4, 2002

Presdent of HMS Financid Services, Inc., Public Comment
Speaker February 4, 2002

Presdent and Chief Executive Officer, CareFirst, Inc.

Chief Executive Officer Southern California-based Progressive
Hedth Care Systems

Executive Vice President, Lega Services

Vice President, Legd Services, WdlPoint Hedth Networks,
Inc.

Subscriber, Public Comment Spesker February 4, 2002
Member of Board of Directors of the Upper Chesapeake Hedlth
System, and Vice President of Klein Supermarkets, Public
Comment Speaker February 4, 2002

Managing Director, The Blackstone Group LP, Vauation
Consultant for MIA

AARP, Public Comment Speaker February 13, 2002
Subscriber, Public Comment Spesker February 4, 2002
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Krantz, Harry

Kube, Diane

Kulishek, Lisa
Lachman, Deborah

Langere, Keth

Larsen, Steven B.
Lebray, Eugene
Lefler, Rich

Levine Lary

Lighty, Lynn

Limpson, Mr.
Livy, Scott

Long, Lucy
Lowe, Ed

Magaziner, Iris

Madllat, Veronica

Marabito, Joseph
Markey, Tim

McCoy, Robert

Presdent of Nationd Area Union Retirees Club, Public
Comment Speaker February 11, 2002

Medica Practice Administrator, and represent the Montgomery
County Medica Society, Public Comment Speaker February 4,
2002

Staff Attorney Maryland Insurance Administration

Senior Vice President, Small Group, Blue Cross of Cdifornia

Employee of CareFirst Blue Cross and Blue Shidld, Public
Comment Speaker February 4, 2002

Maryland Insurance Commissioner
Physician, Public Comment Spesker February 11, 2002
Subscriber, Public Comment Spesker February 7, 2002

Credit Suise First Boston, CareFirst Investment Bankinger
Consultant

Employee of CareFirst, Public Comment Spesker February 4,
2002

Subscriber, Public Comment Spesker February 11, 2002

Group Benefit Broker, Public Comment Spesker February 7,
2002

Subscriber, Public Comment Spesker February 7, 2002

Northwestern Mutud Financid Network, Public Comment
Speaker February 13, 2002

Assgant to Maryland Insurance Commissioner

Associated with AARP, Public Comment Speaker February 4,
2002

Partner, Accenture, CareFirst Strategic Consultant

Employed by CareFirst, Public Comment Speaker February 11,
2002

Presdent of Untied Seniors of Maryland, Public Comment
Speaker February 11, 2002
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Mclnnis, Migud

McMullen, Patrick

McLoughlin, Dr. Ed
Mendoza, Gary S.

Miles, Bishop Douglas

Moller, Carolyn
Monahan, John P.

Morriss, Annette
Muedeking, Mark

Muldane, Rorry
Muntner, Michael

Myers, Woodrow A. MD

Nathan, Mark

Neson, Vicki

Nessman, Alan

Netherland, Bob

Neuberger, Isaac M.

Newby, John

CEO Mid-Atlantic Association of Community Hedlth Centers,
Public Comment Spesker April 30, 2002

Managing Director, Credit Suisse First Boston, CareFirst
Investment Banking Consultant

Rheumatologist, Public Comment Speaker February 7, 2002
Principd with law firm of Riordan & McKinzie, Counsd to
CareFirdt, Inc. and WellPoint Health Networks, Inc.

Representative of Maryland Hedlth Care for All, Public
Comment Speaker April 30, 2002

Subscriber, Public Comment Spesker February 13, 2002

Senior Vice President, State Sponsored Programs, WellPoint
Hedlth Networks, Inc.

Subscriber, Public Comment Spesker February 4, 2002

Partner, Piper Marbury Rudnick & Wolfe, CareFirst Outsde
Counsd

Subscriber, Public Comment Spesker February 4, 2002

Director, Credit Suisse First Boston, CareFirst Investment
Banking Consultant

Executive Vice Presdent, Chief Medica Officer, WdlPoint
Health Networks, Inc.

Vice Presdent of Compensation and Benefits, WellPoint
Hedlth Networks, Inc.

Subscriber, Public Comment Spesker February 13, 2002
Specid Counsdl, with practice Director of the American
Psychological Association, Public Comment Spesker April 30,
2002

Vice Presdent for Chesapeake Health, Public Comment
Speaker February 4, 2002

Newuberger, Quinn, Gielen, Rubin & Gibber, PA., Outsde
Counsd to William L. Jews, and CareFirg, Inc

Physician, Public Comment Spesker February 13, 2002

MIA REPORT REGARDING THE CONVERSION AND ACQUISITION OF CAREFIRST - PAGE 214



Newcome, Patrica Windsor

Nolan, Timothy

Nunez, Luis

O’ Rourke, John
Petty, Daren

Pham, Choung H.
Picciotto, John A.

Pierce, Wilbur
Pierson, Ca

Polfray, Robert
Pomisheski, Fred
Pooal, Alison

Porter, Robert
Potee, Ms.
Prettel, Michad

Prettyman, Richard

Preston, Michad

Prouty, Keith

Reynolds, Penny

Demarva Foundation, Fairness Anayss, Consultant to MIA.

Senior Vice Presdent, Marketing & Corporate Devel opment,
Trigon

Chair of the Montgomery County on Aging, Public Comment
Speaker February 11, 2002

President, WellPoint Central Region

President of United Auto Workers of State of Maryland, Public
Comment Speaker April 30, 2002

Piper Marbury Rudnick & Wolfe, CareFirst Outside Counsdl

Executive Vice President, Genera Counsdl and Corporate
Secretary, CareFirgt, Inc.

Subscriber, Public Comment Spesker February 4, 2002

Presdent, Maryland Hospitd Association, Public Comment
Speaker February 4, 2002

Subscriber, Public Comment Spesker February 4, 2002
Subscriber, Public Comment Spesker February 4, 2002

Wakdy Consulting Group, Fairness Andysis Consultant to
MIA

Subscriber, Public Comment Spesker February 4, 2002
Subscriber, Public Comment Spesker February 4, 2002

Subscriber and representing the Maryland Citizens Hedlth
Initiative, Public Comment Speaker February 4, 2002

Owns Brokerage firm in Easton, Public Comment Spesker
February 7, 2002

Executive Director of Med Chi, the Maryland state Medica
Society, Public Comment Speaker February 4, 2002.

Maryland State Conference of the NAACP, Public Comment
Speaker February 11, 2002.

CareFirst employee, Public Comment Speaker February 7,
2002.
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Ricciti, Nicolas

Riou, Pierre

Rogers, Kathy

Rusnack, Andrew

Sack, Martin

Schaeffer, Leonard D.

Sczudio, Ray

Seabout, Bobbi

Seeman, Isidor Sam

Shatz, Paul

Shorgren, Bruce

Siegd, Mark

Simmons, William

Sink, Doug

Slusher, Christopher

Smith, Carl

Director of the Cecil County Department of Socid Services,
Public Comment Spesker February 4, 2002.

Partner, Cantilo & Bennett, L.L.P., Converson Consultant to
MIA

Director of Community Relations for Western Maryland
Hedth System in Cumberland, Public Comment Spesker
February 13, 2002.

Subscriber, Public Comment Speaker February 7, 2002.

Presdent of the Infinity Hedlth Alliance and Union Hospitd,
Public Comment Spesker February 4, 2002.

Chairman of the Board of Directors and Chief Executive
Officer, WdIPoint Hedth Networks, Inc.

Vice Presdent and Chief Legd Officer of Children Nationa
Medical Center in D.C., Public Comment Speaker February 4,
2002.

Maryland Chapter of the American Academy of Pediatrics,
Public Comment Speaker April 30, 2002.

Metropolitan Washington Public Heglth Association, Public
Comment Spesker February 11, 2002.

Presdent of Hartford County Education Association, Public
Comment Speaker February 4, 2002.

Director of financid reporting systems a CareFirst, Public
Comment Spesker February 11, 2002.

President of Montgomery County Medica Society, and also
gpesking on behdf of the State Medica Society, Public
Comment Spesker February 11, 2002.

Businessman and father, Public Comment Speeker February 4,
2002.

CEO of the YMCA of Tabot County, Public Comment
Speaker February 13, 2002.

Roger G. Brown & Associates, Due Diligence and Fairness
Consultant for MIA

Subscriber, Public Comment Speaker February 7, 2002.
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Smith, Jay, Partner

Smith, Martin Alderson

Smith, Stuart

Smoot, Catherine

Snead, Thomas G. Jr.

Solomon, Steve

Sorenson, Gregory L.

Surr, John

Taylor, JamesF.
Thomas, Jm
Thundermann, Ren L.

Tilman, Mike

Town, Robert
Townsend, Howard
Vecchioni, Sharon J.
Vollmer, Debra

Wadlace, Steve

Wadlach, Harold

Partner, Piper Marbury Rudnick & Wolfe, CareFirst outside
Counsd.

Senior Managing Director, The Blackstone Group LP,
Vauation Consultant for MIA.

Managing Director, Credit Suisse First Boston, CareFirst
Investment Banking Consultant

President eect of Med Chi, the Maryland State Medica
Society, Public Comment Speaker February 7, 2002.

President and Chief Executive Officer, Trirgon

Independent hedlth insurance agent and broker with Heritage
Financid Consultants, Public Comment Speaker April 30,
2002.

Managing Director Banc of America Securities, Financid
Advisor to WellPoint Hedlth Networks, Inc.

Subscriber, Public Comment Speaker February 11, 2002.
Attorney, Funk & Bolton, Counsel to CareFirst, Inc.

Insurance Agent, Public Comment Speeker February 11, 2002.
Attorney, Funk & Bolton, Counsel to CareFirst, Inc.

CareFirst Associate, Public Comment Spesker February 7,
2002.

Ph.D. Economics, Fairness, Consultant to MIA

Delmarva Foundation, Fairness, Consultant to MIA

Executive Vice Presdent and Chief of Staff, CareFirdt, Inc.
Concerned citizen and spesking on behdf of Codition for
lng(l)\éerg Hedlth care, Public Comment Spesker February 11,

Spesking on behdf of mentaly ill persons, Public Comment
Speaker February 11, 2002.

Chairman of the Codlition for Health Care Accountability,
Public Comment Spesker February 11, 2002.
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Wannemacher, Bob

Williams, Gene
Willis Patty

Weible, Brian

Weinhart, Carol

Weiss, Matin
Wielgog, John

Wholey, Douglas

Wilson, Brenda A.

Wolf, David D.
Zde, Jffrey M.

Zoldos, Steve

President of the Western Maryland AARP Advocacy Council,
Public Comment Spesker February 13, 2002.

Subscriber, Public Comment Speaker February 13, 2002.
Shore Hedlth Systems, Public Comment Speaker February 7,
2002.

Wakdy Consulting Group, Fairness Andysis Consultant to
MIA

Director of Hartford County Office on Aging, Public Comment
Speaker February 4, 2002.

Maryland AARP, Public Comment Speaker February 11, 2002

Genera Manager of Syntex Systems corporation, Public
Comment Speaker February 11, 2002

Ph.D. Business Adminigtration, Impact Analyss, Consultant to
MIA

Chief, Health Insurance and Managed Care, MIA
Executive Vice President, Medical Services, CareFirg, Inc.
Demarva Foundation, Fairness Andysis, Consultant to MIA.

Wakdy Consulting Group, Fairness Andysis Consultant to
MIA
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SCHEDULE C

Directory of Individuals By Affiliation to the Companies, Maryland | nsurance

Administration, Consultants and Advisors, and Other Interested Parties

Angoff, Jay,

Beusch, Chrigtina G.
Birrane, Kathleen
Brandenburg, Don
Burkhart, Rondd,
Cameron, Robert H.,
Cantilo, Patrick H.,

Corbett, Michaglyn,
Drummond, Jean,
Feldman, Roger
Gaisford, John,
Glaser, D. Louis,

Hyers, DaeD.,
Imhoff, DonnaB.

Koplovitz, Jonathan,

Kulishek, Lisa
Larsen, Steven B.

Magaziner, Iris

Newcomb, Patrica Windsor

Roger G. Brown & Associates, Due Diligence and Fairness
Consultant for MIA

Principad Counsd, Maryland Attorney Generd’s Office
Principad Counsd, Maryland Attorney Generd’s Office
Chief Actuary, Maryland Insurance Adminidiration

Wakely Consulting Group, Fairness Consultant to MIA
Director, LECG, LCC, Foundation Consultant to MIA

Managing Partner, Cantilo & Bennett, L.L.P., Converson
Consultant to MIA

Economigt, LECG, LCC, Foundation Consultant to MIA
President, HCD International, Foundation Consultant to MIA
Ph.D. Economics, Fairness Consultant to MIA

Principa, LECG, LCC, Foundation Consultant to MIA

Principal Gardner, Carlton & Douglas, Foundation Consultant
to MIA

Wakely Consulting Group, Fairness Consultant to MIA
Deputy Commissioner Maryland Insurance Adminigiration

Managing Director, The Blackstone Group LP, Vauation
Consultant for MIA

Staff Attorney Maryland Insurance Administration
Maryland Insurance Commissioner
Assgant to Maryland Insurance Commissioner

Ddmarva Foundation, Fairness Consultant to MIA.
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Poal, Alison,

Riou, Piere,

Slusher, Christopher

Smith, Martin Alderson

Town, Robert
Townsend, Howard
Welble, Brian,
Wholey, Douglas
Wilson, Brenda A.
Zde, Jffrey M.,
Zoldos, Steve,

CareFirst,

Wakely Consulting Group, Fairness Consultant to MIA

Partner, Cantilo & Bennett, L.L.P., Converson Consultant to
MIA

Roger G. Brown & Associates, Due Diligence and Fairness
Consultant for MIA

Senior Managing Director, The Blackstone Group LP,
Vauation Consultant for MIA.

Ph.D. Economics, Impact Andysis, Consultant to MIA
Delmarva Foundation, Fairness Consultant to MIA

Wakely Consulting Group, Fairness Consultant to MIA
Ph.D. Busness Adminigtration, Fairness Consultant to MIA
Chief, Health Insurance and Managed Care, MIA
Delmarva Foundation, Fairness Consultant to MIA.
Wakely Consulting Group, Fairness Consultant to MIA

Inc., Executives, Consultants and Advisors:

Adams, Benjamin C.

Altobdlo, Danid J,
Barnes, Dondd G.

Bauer, Gene E. Ph.d.

Chaney, G. Mark,

Devou, Gregory A.,

Funk, David M.,

Grieb, Elizabeth
Haskins, Joseph

Director, Credit Suisse First Boston, CareFirst Investment
Banker Consultant

CareFirg Chairman of the Board.

Vice President, Hay Group, Inc, Executive Compensation
Consultant to CareFirdt.

Managing Director Hay Group, Inc., Executive Compensation
Consultant to CareFirdt.

Executive Vice Presdent and Chief Financid Officer,
CareFir, Inc.

Executive Vice Presdent and Chief Marketing Officer,
CareFirg, Inc.

Managing Partner, Funk & Bolton, Counsd to CareFirdt, Inc.
and WélPoint Health Networks, Inc.

Piper Marbury Rudnick & Wolfe, CareFirst Outside Counsdl
Chairman, CareFrigt, Inc. Executive Compensation Committee
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Hudak, James,
Jaws, William L.,
Kaplan, Leon,

Levine Lary

Marabito, Joseph,
McMullen, Patrick,

Mendoza, Gary S.

Muedeking, Mark
Muntner, Michad

Neuberger, Isaac M.

Pham, Choung H.
Picciotto, John A.,

Smith, By,

Smith, Stuart,

Taylor, James F.,
Thundermann, Ren L.,

Vecchioni, Sharon J.,

Wolf, David D.,

Burks, Michad

Partner Accenture, CareFirst Strategic Consultant
President and Chief Executive Officer, CareFirg, Inc.
Executive Vice Presdent, Legd Services, CareFirs, Inc.

Credit Suise First Boston, CareFirst Investment Banker
Conaultant

Partner, Accenture, CareFirst Strategic Consultant

Managing Director, Credit Suisse First Boston, CareFirst
Investment Banker Consultant

Principd with law firm of Riordan & McKinzie, Counsd to
CareFird, Inc. and WellPoint Health Networks, Inc.

Piper Marbury Rudnick & Wolfe, CareFirst Outside Counsdl

Director, Credit Suisse First Boston, CareFirst Investment
Banker Consultant

Newuberger, Quinn, Gielen, Rubin & Gibber, PA., Outsde
Counsd to William L. Jews, and CareFirdt, Inc.

Piper Marbury Rudnick & Wolfe, CareFirst Outside Counsdl

Executive Vice President, Genera Counsdl and Corporate
Secretary, CareFirgt, Inc.

Partner, Piper Marbury Rudnick & Wolfe, CareFirst outside
Counsd

Managing Director, Credit Suisse First Boston, CareFirst
Investment Banker Consultant

Attorney, Funk & Bolton, Counsel to CareFirst, Inc.
Attorney, Funk & Bolton, Counsel to CareFirst, Inc.
Executive Vice Presdent and Chief of Staff, CareFirdt, Inc.
Executive Vice Presdent, Medica Services, CareFirg, Inc.

WédlPoint Executives and Advisors

Vice President, Blue Cross blue Shield of Georgia, Operating
Unit of WellPoint Health Networks, Inc.
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Burt, Carol,

Colby, David C.,

Geser, ThomasC,,

Glaser, Robert,

Kanter, Marvin M.D.

Kelly, Robert A.,

Lachman, Deborah
Monahan, John P.

Myers, Woodrow A. MD

Nathan, Mark

O’ Rourke, John

Schaeffer, Leonard D.

Sorenson, Gregory L.

Senior Vice President, Finance and Treasury, WellPoint Heglth
Networks, Inc.

Executive Vice Presdent and Chief Financid Officer,
WdlPoint Hedth Networks, Inc.

Executive Vice President, Genera Counsdl and Corporate
Secretary, WellPoint Health Networks, Inc.

Vice President, Corporate Development, WellPoint Hedlth
Networks, Inc.

Chief Executive Officer Southern Cdifornia-based Progressive
Hedth Care Sysems

Vice President, Legd Services, WdlPoint Hedth Networks,
Inc.

Senior Vice President, Small Group, Blue Cross of Cdifornia

Senior Vice President, State Sponsored Programs, WellPoint
Hedlth Networks, Inc.

Executive Vice Presdent, Chief Medica Officer, WdlPoint
Health Networks, Inc

Vice Presdent of Compensation and Benefits, WellPoint
Hedlth Networks, Inc.

Presdent WellPoint Central Region
Chairman of the Board of Directors and Chief Executive
Officer, WdIPoint Health Networks, Inc.

Managing Director Banc of America Securities, Financid
Advisor to WellPoint Heglth Networks, Inc.
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Glasscock, Larry,

Nolan, Timothy,

Snead, Thomas G. J.,

Allen, Andrea

Andrews, Steve

Antoniewicz, Carol

Aurand, Shirley

Banker, Robert

Barmer, Rebecca

Barve, Kumar

Battista, Dondd

Beck, Larry

Becker, Doug

Bdl, Daedre

Berman, Richard

Bidenson, Peter

Additional Biddersfor CareFirg, Inc.

Presdent and Chief Executive Officer of Anthem, Inc.

Senior Vice Presdent, Marketing & Corporate Devel opment,
Trigon

President and Chief Executive Officer, Trigon

Speakers at Public Comment Hearing

Geriatrician and Eastern Shore Director of Maryland Academy
of Family Physicians, Public Comment Spesker February 7,
2002

Subscriber, Public Comment Spesker February 7, 2002

Medica Socid Worker, currently unemployed, Public
Comment Speaker February 7, 2002

President of Chapter 306 of the NARF Association, but is
gpeaking for herself, Public Comment Speaker February 13,
2002

Subscriber, Public Comment Spesker February 4, 2002

Subscriber, does contract work for CareFirst, Public Comment
Speaker February 7, 2002

Maryland genera Assembly representing Gaithersburg,
Rockville and Garrett Park, Public Comment Speaker February
11, 2002

Presdent and CEO of Garrett County Memorial Hospitd in
Oakland, Public Comment Speaker February 13, 2002

Presdent of Good Samaritan Hospita, Public Comment
Speaker February 4, 2002

Pediatrician, Public Comment Speaker February 13, 2002

Chief Financid Officer of Shore Hedth System, Public
Comment Speaker February 7, 2002

Subscriber, Public Comment Spesker February 11, 2002
City Health Commissioner for Baltimore City, and Presdent of

the Maryland Citizens Hedlth Initiative, Public Comment
Speaker April 30, 2002
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Bodnar, Vicki
Brown, Dr. James
Bryden, Helen

Bowerman, Chuck

Bruning, Richard

Burkey, Katherine

Cdlas, Peter

Chase, Frank

Chenowitz, Ronnie

Coleran, Jm

Callier, Clay

Colvin, Robert
Conrad, Robert
Cornwdl, Martha

Cruz, Lillian

DeMarco, Vinny

Dorrin, Susan

Subscriber, Public Comment Spesker February 13 2002
Physician, Public Comment Spesker February 11, 2002
Subscriber, Public Comment Spesker February 7, 2002

Chairman of the Board of Good Samaritan Hospita, Public
Comment Speaker February 4, 2002

Maryland Universty Health Care Action Network, Public
Comment Speaker April 30, 2002

Chairman of the Board 09f the Western Maryland Health
System in Cumberland, Public Comment Speaker February 13,
2002

Sixteen years as dected officid in Maryland, member of the
Maryland Retired Teachers Association, legidative officer for
Western Maryland and for the Washington County retired
educational personnel, Public Comment Speaker February 13,
2002

Maryland Federation of the National Association of Retired
Federa Employees, Public Comment Speaker April 30, 2002

Member of Harford County Council, Public Comment Speaker
February 4, 2002

Insurance Broker, Public Comment Speaker February 11,
2002

Employed by Blue Cross Blue Shidd, Public Comment
Speaker February 11, 2002

Subscriber, Public Comment Spesker February 13, 2002
Subscriber, Public Comment Spesker February 4, 2002
Subscriber, Public Comment Spesker February 13, 2002

Presdent of Democratic Club of Montgomery County, Public
Comment Speaker February 11, 2002

Executive Director of Maryland Citizens Hedlth Initictive,
Public Comment Speaker February 4, 2002

Executive Director of the Cecil County Chamber of
Commerce, Public Comment Speaker February 4, 2002.
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Dwyre, Ruth

Ellison, Dr. Rebecca PH.D.

Elrich, Mark

Ewing, Coundilman

Fagilla, Ms.

Farrag, Osama
Fennimore, Charles
Fisher, Dr. Michedl
Fletcher, Rita

Foster, Robert Michadl
Fouche, Bobby

Friedman, Eugene

Goldman, Ralph

Gordon, Arnold

Gortz, Mason

Gould, Rebecca

Grahe, Raymond

Hdl, Diane

Hamill, Jm

Pediatrician and represent the Western Maryland Region of the
American Academy of Pediatrics, Public Comment Spesker
February 13, 2002

Subscriber, Public Comment Speaker February 7, 2002.

City Council, Public Comment Speaker February 11, 2002.

Councilman for Montgomery County, Public Comment
Speaker February 11, 2002.

Subscriber, Public Comment Speaker February 4, 2002.
Subscriber, Public Comment Speaker February114, 2002
Subscriber, Public Comment Speaker February11, 2002
Provider, Public Comment Spesker February 7, 2002.

Presdent of Wicomico County Education Association, Public
Comment Speaker February 7, 2002.

Subscriber, Public Comment Speaker February13, 2002

Director of Education for the Centra Maryland AFL-CIO
Council, Public Comment Spesker February 13, 2002.

Hospitd Trustee with Life Ridge, and member of Maryland
Chapter of the American Association of Hedth Care Admin,
Public Comment Spesker April 30, 2002

Subscriber, Public Comment Spesker February 11, 2002

Candidate for State House in the 19" Legidative Didtrict,
Public Comment Speaker February 11, 2002

Subscriber, Public Comment Spesker February 4, 2002

Representing League of Women Voters, Public Comment
Speaker February 7, 2002

VP for Finance and CFO of Washington County Health
System, Public Comment Speaker February 13, 2002

Attorney which represented peoplein Cdifornia, Public
Comment Speaker February 7, 2002

Presdent of the Washington County Health System, Chairman
of the Maryland Hospital Association’s Task Force on the
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Hammond, Karen

Hammond, Lee

Harrison, Lois

Haydun, Frederick

Hdlawdl, Jane

Herb, Jody

Hoffman, Joe

Howard, John

Insgstrom, Fayette

Jackson, Bill

Jeffay, David
Jenkins, Joe

Kissmiller, James

Klen, Shirley

Knox, Jack
Krantz, Harry

Krauss, James

conversion of Blue Cross, Public Comment Spesker February
13, 2002

Insurance Agent, Public Comment Spesker February 11, 2002

State President for AARP, Public Comment Speaker February
7, 2002

Board member of Washington county Hedth System and
Chairman of the Board of the Washington county Hospitd,
Public Comment Speaker February 13, 2002

Harford County Medica Society, Public Comment Spesker
February 4, 2002

Representing League of Women Voters, Public Comment
Speaker February 7, 2002

CareFirst employee, Public Comment Speaker February 7,
2002

Chief Financid Officer for Upper Chesgpeake Hedlth, Public
Comment Speaker February 4, 2002

Employee of CareFirst, Public Comment Spesker February 4,
2002

Pediatrician, on Executive Committee of Maryland Chapter
American Academy of Pediatricians, Public Comment Spesaker
February 7, 2002

Representative of AARP statewide, Public Comment Speaker
February 4, 2002

Physician, Public Comment Speeker February

Presdent of HMS Financid Services, Inc., Public Comment
Speaker February 4, 2002

Subscriber, Public Comment Spesker February 4, 2002

Member of Board of Directors of the Upper Chesapeake Hedlth
System, and Vice President of Klein Supermarkets, Public
Comment Speaker February 4, 2002

AARP, Public Comment Speaker February 13, 2002
Presdent of Nationd Area Union Retirees Club, Public

Comment Speaker February 11, 2002
Subscriber, Public Comment Spesker February 4, 2002
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Kube, Diane

Langere, Keth

Lebray, Eugene
Lefler, Rich

Lighty, Lynn

Limpson, Mr.
Livy, Scott

Long, Lucy
Lowe, Ed

Madllat, Veronica

Markey, Tim

McCoy, Robert

Mclnnis, Migud

McLoughlin, Dr. Ed
Miles, Bishop Douglas

Moller, Carolyn
Morriss, Annette
Muldane, Rorry
Nelson, Vicki

Medica Practice Administrator and represent the Montgomery
County Medica Society, Public Comment Speaker February 4,
2002

Employee of CareFirst Blue Cross and Blue Shidld, Public
Comment Speaker February 4, 2002

Physician, Public Comment Spesker February 11, 2002
Subscriber, Public Comment Spesker February 7, 2002

Employee of CareFirst, Public Comment Spesker February 4,
2002

Subscriber, Public Comment Spesker February 11, 2002

Group Benefit Broker, Public Comment Speaker February 7,
2002

Subscriber, Public Comment Spesker February 7, 2002

Northwestern Mutud Financid Network, Public Comment
Speaker February 13, 2002

Associated with AARP, Public Comment Speaker February 4,
2002

Employed by CareFirst, Public Comment Speaker February 11,
2002

Presdent of Untied Seniors of Maryland, Public Comment
Speaker February 11, 2002

CEO Mid-Atlantic Association of Community Hedlth Centers,
Public Comment Spesker April 30, 2002

Rheumatologist, Public Comment Spesaker February 7, 2002

Representative of Maryland Hedlth Care for All, Public
Comment Speaker April 30, 2002

Subscriber, Public Comment Spesker February 13, 2002
Subscriber, Public Comment Speaker February 4, 2002
Subscriber, Public Comment Speaker February 4, 2002
Subscriber, Public Comment Spesker February 13, 2002
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Nessman, Alan

Netherland, Bob

Newby, John

Nunez, Luis

Petty, Daren

Pierce, Wilbur
Pierson, Ca

Polfray, Robert

Pomisheski, Fred
Potee, Ms.

Porter, Robert
Prettel, Michad

Prettyman, Richard

Preston, Michad

Prouty, Keith

Reynolds, Penny

Ricciti, Nicolas

Rogers, Kathy

Rusnack, Andrew

Specid Counsd with practice Director of the American
Psychological Association, Public Comment Spesker April 30,
2002

Vice Presdent for Chesapeake Health, Public Comment
Speaker February 4, 2002

Physician, Public Comment Spesker February 13, 2002

Chair of the Montgomery County on Aging, Public Comment
Speaker February 11, 2002

President of United Auto Workers of State of Maryland, Public
Comment Speaker April 30, 2002

Subscriber, Public Comment Spesker February 4, 2002

Presdent, Maryland Hospitd Association, Public Comment
Speaker February 4, 2002

Subscriber, Public Comment Spesker February 4, 2002

Subscriber, Public Comment Spesker February 4, 2002
Subscriber, Public Comment Spesker February 4, 2002

Subscriber, Public Comment Spesker February 4, 2002

Subscriber and representing the Maryland Citizens Hedlth
Initiative, Public Comment Speaker February 4, 2002

Owns Brokerage firm in Easton, Public Comment Spesker
February 7, 2002

Executive Director of Medci, the Maryland state Medica
Society, Public Comment Speaker February 4, 2002.

Maryland State Conference of the NAACP, Public Comment
Speaker February 11, 2002.

CareFirst employee, Public Comment Speaker February 7,
2002.

Director of the Cecil County Department of Socid Services,
Public Comment Spesker February 4, 2002.

Director of Community Relations for Western Maryland
Hedth System in Cumberland, Public Comment Spesker
February 13, 2002

Subscriber, Public Comment Speaker February 7, 2002.
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Sczudio, Ray

Seabout, Bobbi

Seeman, Isidor Sam

Shorgren, Bruce

Siegd, Mark

Simmons, William

Sink, Doug

Smith, Carl
Smoot, Catherine

Solomon, Steve

Surr, John

Thomas, Jm

Tilman, Mike

Vollmer, Debra

Wadlace, Steve

Wadlach, Harold

Wannemacher, Bob

Vice Presdent and Chief Legd Officer of Children Nationa
Medical Center in D.C., Public Comment Speaker February 4,
2002.

Maryland Chapter of the American Academy of Pediatrics,
Public Comment Speaker April 30, 2002.

Metropolitan Washington Public Heglth Association, Public
Comment Spesker February 11, 2002.

Director of financid reporting systems a CareFirst, Public
Comment Spesker February 11, 2002.

President of Montgomery County Medica Society, and also
gpesking on behdf of the State Medica Society, Public
Comment Spesker February 11, 2002.

Businessman and father, Public Comment Speeker February 4,
2002.
CEO of the YMCA of Tabot County, Public Comment

Speaker February 13, 2002.
Subscriber, Public Comment Spesker February 7, 2002

President eect of Med Chi, the Maryland State Medica
Society, Public Comment Speaker February 7, 2002.

Independent hedlth insurance agent and broker with Heritage
Financid Consultants, Public Comment Speaker April 30,
2002.

Subscriber, Public Comment Speaker February 11, 2002.
Insurance Agent, Public Comment Speaker February 11, 2002.

CareFirst Associate, Public Comment Spesker February 7,
2002.

Concerned citizen and spesking on behdf of Codition for
Universa Hesdlth care, Public Comment Spesaker February 11,
2002.

Spesking on behdf of mentaly ill persons, Public Comment
Speaker February 11, 2002.

Chairman of the Codition for Hedlth Care Accountability,
Public Comment Spesker February 11, 2002.

President of the Western Maryland AAP Advocacy Council,
Public Comment Spesker February 13, 2002.
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Weinhart, Carol

Weiss, Martin
Wiedgogt, John

Williams, Gene
Willis Patty

Director of Harford County Office on Aging, Public Comment
Speaker February 4, 2002.

Maryland AARP, Public Comment Speaker February 11, 2002

Genera Manager of Syntex Systems corporation, Public
Comment Speaker February 11, 2002

Subscriber, Public Comment Speaker February 13, 2002.

Shore Hedlth Systems, Public Comment Speaker February 7,
2002
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SCHEDULE D

SCHEDULE OF PUBLIC COMMENT HEARINGS

Monday, February 4, 2002
Thursday, February 7, 2002
Monday, February 11, 2002
Wednesday, February 13, 2002
Wednesday, February 27, 2002
Thursday, March 14, 2002
Tuesday, April 30, 2002

Bd Air
Wye Mills
Rockville
Hagerstown
Clinton
Catonsville
Bdtimore

SCHEDULE OF EVIDENTIARY HEARINGS

Monday, March 11, 2002
Wednesday, March 13, 2002
Thursday, March 14, 2002

Monday, April 29, 2002
Tuesday, April 30, 2002

Monday, December 16, 2002
Tuesday, December 17, 2002
Wednesday, December 18, 2002

Tuesday, January 28, 2003
Wednesday, January 29, 2003
Thursday, January 30, 2003
Friday, January 31, 2003
Monday, February 3, 2003
Tuesday, February 4, 2003
Wednesday, February 5, 2003

University of Maryland, Baltimore County,

Caonsville

University of Maryland, Baltimore County,

Caonsville

University of Maryland, Baltimore County,

Catonsville _ _
Inner Harbor Marriott, Batimore
Inner Harbor Marriott, Batimore

Inner Harbor Marriott, Batimore
Inner Harbor Marriott, Batimore
Inner Harbor Marriott, Batimore

Inner Harbor Marriott, Batimore
Inner Harbor Marriott, Batimore
Inner Harbor Marriott, Batimore
Inner Harbor Marriott, Batimore
Inner Harbor Marriott, Batimore
Inner Harbor Marriott, Batimore
Inner Harbor Marriott, Batimore



LIST OF DEPOSITIONS

1 August 19, 2002: Deposition of Timothy P. Nolan, Senior Vice President, Marketing
& Corporate Development, Trigon.

2. August 19, 2002: Thomas G. Snead, President and Chief Executive Officer, Trigon.

3. September 6, 2002: William L. Jews, President and Chief Executive Officer,
CareFirg, Inc.

4. September 19,2002 and January 13, 2003: David D. Wolf, Executive Vice President,
Medical Services, CareFirgt, Inc.

5. October 10, 2002: Mark Muedeking, Partner, Piper Marbury Rudnick & Wolfe.

6. November 22 & 25, 2002: Stuart F. Smith, Managing Director, Credit Suisse First
Bogton (“CSFB”), CareFirst Investment Banker Consultant.

7. January 13, 2003: G. Mark Chaney, Executive Vice President and Chief Financia
Officer, CareFirg, Inc.
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SCHEDULE E

CATALOGUE OF INFORMATION REQUESTED BY
MARYLAND INSURANCE ADMINISTRATION

SUMMARY OF REQUESTS

® On February 22, 2002, a Subpoena for Documents Was Served on Counsel for
CareFirst, Inc. and WdlPoint Hedth Networks Inc. Requesting the Following
Documents

@) On Augug 22, 2002, The Lewin Group Forwarded the Following Request for
Documents and Information

® On October 28, 2002, letter to counsd forwarding document requests from Wakely
and Ddmarvato WelPoint

@ On November 12, 2002, by Letter to Counsd for CareFirst and WellPoint Reguesting
Status on Document Requests Previoudy Propounded

® On November 14, 2002, Additiond Document Requests Made by Demarva
Foundation Were Handed to Sandy Beard at CareFirst as a Result of Reviewing
Quadity Management and Medica Management Plan

® On November 15, 2002, the Following Additional Document Requests Were
Forwarded to WellPoint by the Delmarva Foundation
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DETAIL OF REQUESTS

@

On February 22, 2002, a Subpoena for Documents Was Served on Counsel for
CareFirgt, Inc. and WellPoint Health Networks Inc. Requesting the Following
Documents

Economies of Scale

1.

Any andyss report, projection or documentation of administrative expenses of
CareFirgt Entities and WelPoint Entities by product type, broken out by total dollars
alocated or spent and also expressed as a percentage of premium, from 1998 to 2005.
If available, the same information on a per-member-per-month (“PMPM”) basis.

Any andyds projection or other documentation relating to expected or possble
svings or reductions in adminidraive expenses by CareFirst resulting from the
proposed acquisition of CareFirst Entities by WellPoint (the “Proposed
Transaction”).

Documentation and detal of any other anticipated or projected synergies or
economies of scae reaulting from the Proposed Transaction, induding those which
migt result in reduction of medicd or dams costs, or reduction of other
expenditures, for CareFirs. If available, the same information on a per-member-per-
month (“PMPM”) basis.

Investment Needs as Identified in the November, 2001 Accenture Report

4.

All documents reating to expected or esimated actuad costs incurred and
expenditures required, or made, in connection with compliance by CareFirst Entities
and WedlPoint Entities with HIPAA’s Privacy Rule and Electronic Transactions
standards.

All documents reating to actud, estimated, or planned expenditures by CareFirst
Entities and WellPoint Entities for e-commerce initiatives from 1998 to 2005.

All documents reating to actual, estimated or planned expenditures for consumer
focused initiatives by CareFirgt Entities and WellPoint Entities from 1998 to 2005.

All documents rdaing to